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Foreword 


EMBERS of the state societies of certified public accountants 

of Connecticut, New Jersey, New York and Pennsylvania 

met at Atlantic City on April 12-13, 1935. This four-state con- 

ference, as it became known, was called to afford an opportunity 

for group discussion of a number of problems then uppermost in 

the minds of members of the profession of accountancy. Invitations 

were also extended to members of the state societies in Delaware, 
Massachusetts and Rhode Island. 


Addresses regarding problems of state taxation and some 
aspects of taxation in the four states represented at the conference 
were heard. Mark Graves, commissioner of taxation and finance 
of New York State, discussed the subject in its larger sense while 
J. William Hope, for Connecticut; Henry B. Fernald, for New 
Jersey; Leo Mattersdorf, for New York and Clarence L. Turner, 
for Pennsylvania, discussed the more immediate problems of the 
four states. 


The examination of banks by professional accountants was 
advocated in an address prepared by Frederick H. Hurdman and 
delivered by Harry T. McFarland in his absence. How professional 
accountants can aid municipalities was described by Carl H. 
Chatters, executive director of Municipal Finance Officers’ Associa- 
tion of United States and Canada. 


A round table discussion on form ten of the Securities and Ex- 
change Commission and another on state taxation proved valuable. 
An interpretation of the corporate information required by Federal 
security legislation by T. H. Sanders, professor of accounting at 
Harvard University, marked the end of the conference. 


Some of the addresses have been reproduced in this issue of the 
New York CERTIFIED PUBLIC ACCOUNTANT which was withheld 
from publication until the representatives of the four state groups 
could give consideration to the affairs of the conference. Other 
addresses, some of an informal nature, have not been included in 
this issue but transcripts of all addresses may be obtained at the 
office of this publication. 


At the final session of the conference, consideration was given 
to the desirability of holding a similar meeting annually. It was 
the consensus of those present that the meeting had been in- 
formative and interesting and that they should convey this opinion 
to their respective organizations with a view to giving further 
thought to a second conference. 


Problems of State Taxation 
By Mark 


T the very outset, I wish to acknowledge a deep debt of gratitude which 

I owe to the New York State Society of Certified Public Accountants 

for valuable assistance. More than fifteen years ago, when I was called upon 
to organize the personal income tax bureau of our state, I sensed the need 
for accounting advice and asked the New York group to appoint a committee 
to work with us. The assistance rendered by that committee was invaluable. 
Except for the help received at that time, the personal income tax bureau 
would be less efficiently operated today. Not infrequently in intervening 
years, have I sought and received the advice and the assistance of the New 
York organization. Now we are about to undertake the administration of 
an unincorporated business tax. Again I shail seek the advice and assistance 
of that organization, confidently expecting and feeling assured that its mem- 
bers will give of their time and knowledge as freely as they did in the past. 
Perhaps you have not thought of it this way, but to me it is very clear 
that the public accountant and the tax administrator have much in common. 
The conflict of interest, moreover, is not and should not be as great as is 
sometimes believed; in fact there is little if any. The broad gauged, fair- 
minded tax administrator who properly perceives his duties, recognizes that 
he is but the umpire—the third man in the ring. His duty is to see that the 
taxpayer on the one hand and his government on the other both feceive a 
square deal. The accountant, although serving a client, serves him best by 
advising that the client play fair with his government. I can truthfully say 
aiter many years of experience that most tax administrators and the great 
majority of accountants act on these assumptions. Unfortunately, there are 
“chiselers” among tax administrators and also in the accounting profession. 
There is something about the atmosphere of public life which seems to 
induce some tax administrators to adopt narrow views. It may be the lack 
of knowledge of business, failure to adopt broad viewpoints, or zeal in col- 
lecting the last dollar fairly or unfairly. And some accountants—a limited 
number I am glad to say—conceive taxation to be a game—a game in which 
the objective is to beat the government. In fairness, I should say that some- 
times the hostile attitude of tax administrators persuades them to that point 
of view. I am happy that I can honestly state, after many years of ex- 
perience, that in my opinion more than ninety per cent of the taxpayers 
are honest and wish to render true reports and discharge their full obliga- 
tion to government, no matter how painful the process of paying may be. 


Income Tax Administration in England Praised 


The English system of income tax administration has many things to 
commend it. Not the least of these is the general reliability of the informa- 
tion furnished by taxpayers particularly as regards returns prepared and 
certified by professional accountants. As compared with the chartered 
accountant of Great Britain, the profession as represented by the certified 
public accountant in America is relatively young. It takes time to develop 
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a profession with an appropriate code of ethics, I commend to your consid- 
eration the ethical practice of the English professional accountant in dealing 
with government in tax matters. 

I shall venture to consider but three major tax problems. The first is 
the allocation of income between states. This question arises more particu- 
larly in connection with the income of businesses carried on in more than 
one state. As a result of a study our commission recently made, I reached 
the conclusion that the allocation problem for the past several years has 
become increasingly important. This is due to the more complex corporation 
interrelationships and to the fact that many corporations have been projected 
beyond state and national boundary lines. I concluded, moreover, that many 
of the difficulties arise out of the fact that state machinery is inadequate to 
meet the requirements of modern industrial organizations, and, in the final 
analysis, that we are trying to handle a problem of interstate and inter- 
national proportions with intrastate technique. 

The situation is further complicated by what I shall call individualistic 
political philosophy. It is natural and human for the authorities of a given 
state to select an allocation formula which will produce for that state the 
maximum tax. At least twenty-one of the forty-eight states have corporate 
taxes on or measured by net income, and no less than twelve distinct 
formulas are used for apportioning income and taxes. That indicates the 
confusion of thought and the disagreement of opinion on a question so vital 
to interstate and international business. 

I am sure all can agree that if interstate business income is to be taxed 
by two or more states, all income should be allocated and the tax so appor- 
tioned that (1) no more and no less than one hundred per cent of the income 
is taxed and (2) insofar as possible the income should be taxed in the state 
where earned. 

The difficulty arises in finding a formula which will produce these results. 
Selecting a formula is in itself difhcult, but that is accentuated by the diverse 
political philosophies found in the several states, as evidenced by the twelve 
formulas now employed in twenty-one American states. 


Objections to Sales as Basis for Allocating Income 


An accounting acquaintance of mine, with considerable tax experience, 
argues that sales should be the basis for allocating income. Immediate objec- 
tions to that will occur to you as they do to me. It fails to take into consid- 
eration the manufacturing element of the enterprise. If this formula were 
adopted, the manufacturing establishment which manufactures all of its 
goods in one state but sells all of them in the other forty-seven states, would 
pay no business income tax in the state where the plant is located. It would 
be impossible to convert the authorities of the manufacturing state to such a 
political philosophy. 

Another accountant, who is a recognized tax authority, suggests that 
business income should be allocated among the several states “on the basis 
of the total annual expense incurred in each.” In computing such expense, 
he would include an interest allowance on the fair cash value of the com- 


pany’s fixed and working capital having a situs in each of the taxing states. 
Stated differently, this proposal contemplates translating capital investments 
into terms of annual expense charges, thereby reducing the fixed capital 
investment to a common denominator of annual expense. Such a formula is 
more reasonable than the one just mentioned. It is worthy of thoughtful 
consideration. 

A third suggestion is that instead of using an allocation fraction, the 
business establishment doing an interstate business should be allowed to 
determine the amount of income apportionable to each state on the basis 
of standard accounting procedure. This proposal contains merit. The two 
main objections which I see are: 

(1) standard accounting practice is not so uniformly accepted, devel- 
oped and actually used as to admit of the adoption of this method; and 

(2) as some states have business income tax laws, while others do 
not, and among those which have them, rates vary, a temptation to 
attribute to non-taxing or low-taxing states a disproportionate amount 
of income would be presented and men of feeble morals would be 
unable to resist the temptation. 

In New York we employ three factors in arriving at our allocation frac- 
tion. The numerator consists of: 

(1) average monthly value of real and tangible personal property 
within the state; 
(2) average monthly value of certain bills and accounts receivable 

having a situs within the state; . 

(3) average value of stocks of other corporations within the state. 

The denominator in each case is the total of such property both within 
and without the state. 

While one of my associates, John J. Merrill, considers this formula as 
good as any now in use, it would be difficult for me to make an argument in 
iavor of it as against the Massachusetts formula or the plan proposed by the 
fiscal committee of the League of Nations. 


Favors Massachusetts Formula 
The Massachusetts formula, like ours, contains three elements, each of 
which is given a weight of one-third. They are: 

(1) average value of tangible property within and without the state; 

(2) personal service compensation paid to employees within and 
without the state; 

(3) gross receipts within and without the state; 

the numerator in each instance being such elements within the state and the 
denominator being the total both within and without the state. 
Personally I like the Massachusetts formula better than our own, but as 
opinion on our Commission is not unanimous, no change has been suggested. 
You will recall that a subcommittee of the fiscal committee of the 
League of Nations has given this subject thorough study and reached these 
definite conclusions for the allocation of income: 

(a) the separate attribution of as many items of income and expense 
as is possible, either to their respective sources or to the physical domicile 
of the taxpayer ; and 

. . 
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(b) the allocation of business income to the permanent establish- 
ment which produced it, on the basis of its separate accounting and by 
applying the tests of what an independent enterprise would derive if 
engaged in the same or similar activities under the same or similar con- 
ditions. 

Upon close analysis, I am sure you will agree with me that these conclu- 
sions are persuasive. Having, moreover, profound respect for the judgment 
of the men who developed this formula, it carries great weight with me. 

As nearly as I can reason the matter out, this method of allocating 
income is capable of practical application to both interstate and international 
business income in most, if not all cases, But here again, accounting plays a 
very important part. I fear that many establishments have not developed 
their accounting technique to the point where they can disclose by states 
“what an independent enterprise would derive if engaged in the same or 
similar activities under the same or similar conditions.” 

Of two things, I am certain. The first is that in developing a formula, 
no element should be included, such for instance, as bank and cash balances 
or physical location of securities, etc., which may be readily and easily 
shifted from one state to another, thereby changing tax liability. If New 
York should include, in the computation to arrive at its allocation fraction, 
bank and cash balances carried in New York, securities kept in New York, 
it would encourage and persuade business establishments to carry their bank 
balances and securities elsewhere. Such a policy would have far-reaching 
economic consequences. Among others, it would depress the banking and 
safe deposit business of New York. 

Second, in the development of a correct method of allocating business 
income between states and nations, accountants can and should play a very 
important part. I am strongly of the opinion that accounting technique can 
be perfected so as to almost perfectly retlect income by states and countries. 
The ability of accountants in this line carries with it an obligation to be 
helpful. 

Allocation of Individual Income 


Before leaving this subject, I should perhaps say a word about the allo- 
cation of individual incomes. Personal income taxation is becoming more 
common in American states. In New York, and the trend seems to be in 
that direction in other states, we proceed on the theory that the resident 
should be taxed on his entire net income and the nonresident on his income 
from property owned or a business, trade, profession or occupation carried 
on within our state. Accompanying this, however, is a reciprocal provision 
the effect of which is to exempt the nonresident if his state levies an income 
tax like ours and at like rates. In the initial stages of the development of 
personal income taxation, this rule seemed sound. Without, however, refer- 
ence to what I may have thought or said in the past or may think or say in 
the future, I am presently of the opinion that a resident of a taxing state 
should pay his state a personal income tax on his entire net income except 
income from property owned or a business, trade, profession or occupation 
carried on in another state. This implies, of course, that our residents owe a 


tax liability to the state where they receive income from property or where 
they carry on a business, or practice a trade, profession or occupation. Like- 
wise, this also implies that a nonresident of a taxing state should pay a per- 
sonal income tax to that state if he derives income from property owned or 
from a business, trade or profession carried on therein. 

The determination of the situs of tangible personal property for pur- 
poses of taxation is another subject to which I wish to allude. 

Insofar as intangibles other than accounts receivable enter into the allo- 
cation formula for apportioning income under a business tax, I have disposed 
of that. Accounts receivable are intangibles; but I am of opinion that gross 
receipts as employed in the Massachusetts formula are superior to accounts 
receivable in the New York formula as an element in the allocation fraction. 
Their location, unless they have a definite business situs as a part of the 
capital structure of the business concern, should operate neither to increase 
nor decrease the tax in a given state. Of course, we are confronted with the 
taxation of intangibles under other than business tax laws. In the first place, 
should intangibles be taxed under a general property tax system? My answer 
to that is “no.” If taxed at the general property tax rate, they will go into 
hiding or be kept in other states. If taxed at a sufficiently low rate, they may 
remain visible and within the state’s jurisdiction, but even then an income 
tax on the income from intangibles is, in my judgment, a better method to 
be employed. Whether intangibles are taxed under general property system 
or at a low rate or on an income basis, for very obvious reasons they should 
be taxed at the domicile of the owner and not elsewhere. 


Question of Business Situs Unsolved 


In the case of a death tax the United States Supreme Court has pretty 
definitely settled that question for us. Under death tax laws, unless intan- 
gibles have a business situs in another state, they may be taxed in the state 
of domicile of their owner and not elsewhere. 

The business situs question has not yet been solved. I am hopeful, how- 
ever, that when this problem comes before the Supreme Court it will decide 
that all intangibles may be taxed only by the state of domicile of the owner. 
For practical reasons which are very much in line with sound tax thought, 
such a rule will simplify tax procedure and tax problems. 

The third and last subject which I propose to discuss is the influence 
of the import and interstate commerce provisions of the federal constitution. 

As state sales taxes are becoming so common, and perchance the local 
sales tax in New York City may start a new fashion, these are important. 
In the case of imports and receipts from sales by importers in the original 
package, these may not be taxed. In the case of sales in interstate commerce, 
receipts may not be taxed in either the state where the seller lives or the 
buyer resides. 

The “come to rest” doctrine as applied to sales in interstate commerce 
has important implications. 

With this inhibition on the taxing power the effect of a state or local 
sales tax will be inimical to the jurisdiction which enacts it. They tend to 
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persuade people residing in such a jurisdiction to buy elsewhere, and they also 
tend to discourage people who live elsewhere from coming into the state or 
city to make purchases. The persuasive influence in each case will depend 
very largely upon the rate of tax and to some extent on geography. For 
instance, a woman who lives in New York will probably not journey to 
Newark or Hartford to buy silk stockings, gloves or even a dress, and I expect 
that not many ladies from New Jersey refrain from going to New York to 
purchase similar merchandise of small cost because of the city sales tax. But 
in other commodity fields, as for instance steel and other building supplies, 
automobiles, expensive fur coats, articles of jewelry and furniture, the buyer 
can readily compute the amount of saving which may be effected by pur- 
chasing in interstate commerce or in a state or city having no sales tax. 


Deciding if Sales Are Intrastate or Interstate 


Again, fine questions arise as to when a sale is or is not made in inter- 
state commerce. Obviously, if a person resident in New Jersey telephones 
or writes a letter to a merchant in New York City ordering a quantity of 
merchandise shipped by a common carrier, the sale is in interstate commerce. 
The question is narrower when that person from New Jersey actually goes 
to New York and makes the purchase, has the goods charged to his account 
and then shipped into New Jersey. Still narrower it becomes if he goes to 
New York, makes the purchase and pays the bill but has the merchandise 
shipped to his home. We ruled, and as a matter of law I believe correctly 
so, that all such sales were in interstate commerce and their receipts not 
taxable against the New York seller. 

If, however, the resident of New Jersey visited a New York store, made 
purchases and either paid on the spot or had the amount charged to his 
account, but actually took possession of the merchandise in New York and 
carried them into New Jersey, we ruled the sale was not in interstate com- 
merce. You can see, howevei, how fine the line of distinction is drawn. 

These questions which I have discussed are generally very difficult of 
solution. They cannot be completely and satisfactorily solved by standard 
accounting practices. In my judgment we must look elsewhere for solutions. 

I am content that sales taxes are not suited to state use; that if we must 
have sales taxes in this country the tax should be levied and collected by 
the federal government and its proceeds shared with the states on some 
equitable basis. 

In the case of business taxes I am convinced that state and federal 
business taxes should be integrated, starting probably with a crediting device 
permitting the business establishment to credit against its federal tax, up to 
some percentage thereof, business taxes paid to the states. Later, I am hope- 
ful we shall swing more to the English style and have federal collection and 
administration of business taxes, thereby relieving the taxpayers of the 
annoyance, mental anguish and very heavy expenses to which they are put in 
determining tax liability in a large number of states or other taxing juris- 


dictions. 


Presented at the Four-State Confer-nce of Certified Public Accountants at Atlantic City on April 12, 1935. 


Corporate Information Required by Federal 


Security Legislation 
By T. H. SANDERS 


HE Securities Act of 1933 and the Securities Exchange Act of 1934 pro- 

vide rules for the issue of and trading in corporate securities, their general 
purport being that certain information about the issuers, their past history, 
present conditon, and future intentions as far as known, is required to be 
made available to the public. Administrative machinery in the shape of the 
Securities and Exchange Commission is set up to carry out these purposes ; 
the Commission is empowered to say, by its rules and regulations, what the 
information is which security issuers must furnish; and penalties are im- 
posed for infractions of the standards of reporting required. The other pro- 
visions, such as for the regulation of stock exchanges, for the investigation 
of over-the-counter markets, of protective committees, and other related mat- 
ters, and the question of liabilities, are important but do not fall within the 
subject matter of this paper. 

Insofar as this legislation calls for full, accurate and reliable informa- 
tion about corporate condition and earnings its purposes are wholly good, 
and must command the unqualified endorsement of public accountants, whose 
primary concern has been, and must continue to be, those very same pur- 
poses. Many criticisms have been leveled against public accountants, as well 
as against company accountants, for not having done better in this regard, 
but I cannot feel that these criticisms have been always just; they certainly 
are not just when made general in their application. It is too easy for one group, 
when criticizing another group, to measure them by standards of perfection 
which the critics weuld be the first to resent having applied to themselves. 
One can imagine for example that the legal profession would feel greatly 
incensed if charged with the responsibility for not having established through- 
out this country a completely satisfactory administration of justice. Any- 
body who reflects on the difficulties surrounding the furtherance of that 
purpose will think sympathetically of the failures of the many just and 
earnest men who have done their best for the cause, while condemning those 
who upon occasion have betrayed it. The presentation of the truth about 
corporate financial condition and earnings is just as difficult a matter; the 
great majority of the errors which have been made and will continue to be 
made are errors of judgment, or differences of opinion as to the most effective 
expression of admitted facts, not wilful deceptions. Apparently it is be- 
cause accounting must deal so largely in figures that those not thoroughly 
versed in it are disposed to regard accounting information as of a categorical 
order, a picture in black and white, a matter of mathematical precision and 
certainty. When accountants refer to these difficulties they are accused of 
hedging and evasion; the truth is that until a man has learned this elemen- 
tary fact in all its applications, he is not competent to read the average 
financial statement of a corporation. This is a condition which no amount 
of legislation can remove. 
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But granting these difficulties, it is not wise to minimize the evils which 
prompted the legislation, nor the force of the political sentiment which 
brought it into being. Here again, without going into detail as to the many 
and complex causes of the debacles of the last five years, and after giving 
full weight to the vast economic forces which were beyond the control of 
any individual group, the simple fact is clear that serious evils needed to be 
corrected; and among those evils was the circumstance that in many cases 
there was not available to the investor complete, reliable, and disinterested 
information about securities offered, nor about those who offered them. Very 
few people doubt that this legislation will be a permanent part of the relations 
between government and business. It will be one of the tasks of the Com- 
mission to suggest changes in the legislation itself, if experience should 
show them to be necessary. 


Comparisons with English Legislation 


The American legislation has frequently been compared, and as fre- 
quently contrasted, with the corresponding English enactments. These ef- 
forts make it unnecessary here to repeat direct comparisons of the specific 
provisions of the statutes, but the differences of the conditions in which the 
legislation is applied in the two countries should also be considered. One 
of the commonest grounds for criticism of accounting and financial practices 
in this country has been with respect to those cases where exuberant optimism 
has led to the capitalization of businesses on the basis of handsome future 
earnings, the writing up of property accounts for the same reason, and the 
issuance of securities for corresponding amounts. In good times this has 
been regarded as the natural expression of the activities of a virile and 
progressive people; but in times of depression the same things look like de- 
ceptions perpetrated upon an innocent and unsuspecting public. The more 
conservative practices of England have avoided many of these excesses; 
when most securities are issued for cash, at or near par, and most properties 
are acquired for cash, the exaggerations of paper values are largely absent. 
In this country, moreover, we have always prided ourselves on the more 
rapid pace of business life, on the courage with which we abandon old plant 
assets and substitute new ones; but these changes also entail risks of loss 
and disaster, and make a picture difficult to reflect truly in accounts. 


But after granting that the more sedate conditions of business and 
financial activity in England furnish a steadier background for the inter- 
pretation of corporate financial statements, and that those statements con- 
tain fewer gross exaggerations than with us, it cannot be maintained that 
English corporate reports are generally more informative than their Ameri- 
can counterparts. Ifa group of statements were gathered from both sides, 
representing in each case the best practice, the American statements would 
undoubtedly be found more complete, detailed, and informative. A recent 
issue (March 30, 1935) of The Accountant of London made reference to and 
gave citations from the 1934 report of the Bethlehem Steel Corporation, as 
an example of an American corporation report ostensibly influenced by the 
recommendations of the Gifford Committee report, and by the requirements 
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of the Securities and Exchange Commission. The English journal dwelt 
with astonishment upon the bulk and detail of this report, in such remarks 
as: “Everything possible seems to have been said about the finances of the 
company,” and: “The auditors’ report, a lengthy affair compared with Eng- 
lish practice, .. .” 

Thoughts on Commission Government 


Another question involved is the nature and effectiveness of the agency 
which must handle the machinery entailed in giving effect to this legislation. 
It will be found that two theories have on different occasions been announced 
as to the nature of a commission; they are discussed in two articles in the 
January and February, 1935, numbers of the American Political Science Review, 
by E. Pendleton Herring, entitled ‘Politics, Personalities and the Federal 
Trade Commission.” On one hand, it is represented that a commission is 
_an impartial, judicial body of scientific temper; on the other that it is an 
agency of the contemporary administration, for giving effect to its policies 
and implementing its enactments. The article ends with the remark: “One 
is brought to the conclusion that for the present the control of business re- 
mains too controversial and too vital a political issue to be relegated success- 
fully to a commission independent of close control by the policy-formulating 
agencies of the government. Administrators cannot assume the responsibili- 
ties of statesmen without incurring likewise the tribulations of politicians.” 

It is highly desirable, from every point of view, that the Securities and 
Exchange Commission should as far as may be maintain the jutdicial atti- 
tude that it has already assumed; a sympathetic and encouraging bearing 
toward all legitimate business enterprise, side by side with the determination 
to safeguard the rights of the investing public to full and reliable informa- 
tion, will constitute a constructive influence of great importance. 


Drafting the Regulations 

The Commission began its task of drafting the necessary regulations by 
calling to its aid a number of assistants from the outside, of varied expe- 
rience and disinterested points of view. In addition, throughout the period 
of drafting its regulations the Commission constantly sought advice and 
comment from company financial and accounting officers, from public ac- 
countants, from lawyers, and from others whose experience qualified them 
to contribute; the suggestions of these people were weighed with judicial 
care, and many of their recommendations were embodied in the regulations 
as promulgated. 

It was freely recognized at the outset that the earlier requirements 
under the Securities Act, as embodied in form A-1, were unreasonably bur- 
densome and expensive to registrants; Joseph P. Kennedy, chairman of the 
Commission, acknowledged this on several public occasions. For various 
reasons it was felt that a draft of regulations under the Exchange Act, re- 
lating to corporations seeking permanent registration of their securities upon 
a stock exchange, was the more urgent task, and these regulations were 
issued to the public on December 21, 1934. As James M. Landis, member 
of the Commission, has since stated, form 10 is basic as regards the account- 
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ing requirements for various other forms and purposes; a few weeks later 
virtually the same requirements were embodied in form A-2 for the Securi- 
ties Act, the principal difference being the increase in the required profit and 
loss accounts to three years, as prescribed under this Act. For companies 
which had a certain length and continuity of financial history form A-2 
thereupon superseded form A-1. In any discussion of the character of the 
accounting requirements it is convenient for the most part to refer to form 10, 
unless one is dealing with the special provisions of the Securities Act. 
Amendments and clarifications of these regulations have since been issued 
by the Commission and will doubtless continue to be necessary from time to 
time, and special forms for special classes of business have been and will 
be made public. 


The accounting instructions proper consist of four main sections: 


1. General instructions, indicating what statements are required, and’ 


including the instructions on consolidated statements, some general remarks 


as to the character of the information desired, and the specification for the. 


accountant’s certificate. 


2. Balance sheet instructions, containing detailed information about 
the grouping and treatment of specific items. 


3. Profit and loss statement instructions, dealing with the profit and 
loss statement in the same way. 


4. <A set of schedules in which more complete information is required 
about certain important items in the balance sheet and the profit and loss 
statement. 

Some General Characteristics of Form 10 


Very early in the process of drafting form 10 the Commission adopted 
the principle that while it would require full disclosure of financial facts 
and accounting practices, it did not desire to prescribe accounting methods, 
or even reporting methods, in detail. This gave rise to the sentence printed 
in capital letters in the mimeographed edition of form 10, and underscored 
in form A-2, as follows: THE REGISTRANT MAY FILE STATEMENTS AND SCHEDULES 
IN SUCH FORM, ORDER AND USING SUCH GENERALLY ACCEPTED TERMINOLOGY, AS 
WILL BEST INDICATE THEIR SIGNIFICANCE AND CHARACTER IN THE LIGHT OF THE 
INSTRUCTIONS. Practically all subsequent deliberations of the Commission on 
the regulations were influenced by this provision, and it has been said that 
a great majority of the questions which companies are likely to ask in the 
course of preparation of registration statements may be answered by refer- 
ence to it. Now the important thing is that the administrative staff of the 
Commission, especially in its examination division, shall administer the 
regulations in the broad spirit of this clause; the Commission undoubtedly 
realizes the desirability of so doing. 

One can imagine a company accounting officer, on first receiving form 
10 or form A-2, with the accompanying instruction book, feeling that he 
was again confronted with another arduous and complex task imposed by 


government; in his haste he might well make some disgruntled remark about 
the bulk of the regulations. A calm and dispassionate reading of them will, 
however, reveal that he has much less to grumble about than at first ap- 
pears; at many points he will realize the latitude allowed him as to treat- 
ment. Their bulk has been made necessary largely by the desire of the 
Commission to explain clearly to registering companies what is required. 
It must be remembered that a large amount of experience had already been 
accumulated in connection with form A-1; thousands of inquiries had been 
received and answered by the Commission as to the treatment of certain 
items in given circumstances. Explaining at some length what it considered 
to be good reporting and full disclosure on all the items on the balance 
sheet and profit and loss account does fill seventeen pages of the mimeo- 
graphed instruction book, but companies will find that most of these re- 
quirements coincide with what they have already regarded as good practice; 
many of their questions will be answered by the regulations and thus save 
them the trouble of writing letters to the Commission or making trips to 
Washington. On the other hand, members of the Commission have de- 
clared that when problems of difficulty arise out of the special circumstances 
of any company the Commission desires that its staff be freely consulted as 
to the solution. 

Further examples of this latitude appear in the requirements as to con- 
solidated statements, in which it is stated that, subject to the provision 
that a company may not consolidate subsidiaries in which it owns less than 
50 per cent of voting securities “the registrant shall follow, ..., that prin- 
ciple of inclusion or exclusion which, in the opinion of its officers, will most 
clearly exhibit the financial condition and results of the operations of the 
registrant and its subsidiaries.” But then, in pursuance of the policy of 
requiring full disclosure, it is added that “the principle adopted shall be 
stated in a note attached to the consolidated balance sheet.” The amend- 
ment contained in release number 308 permits the omission of the regis- 
trant’s profit and loss statement, and the substitution of a consolidated state- 
ment where, in brief, the subsidiaries are wholly owned and are in effect 
departments of the registrant. This has the effect of avoiding statements 
which would be incomplete and meaningless. On the other hand release 
number 167, dealing with the Baldwin Locomotive Works, furnishes a case 
where a parent company’s statements, and the corresponding consolidated 
statements, carried differences of purport which the Commission viewed as 
being of serious moment in determining the financial status of the parent 
company’s bonds. 

In the general instructions appears the short paragraph which states 
that the information required by form 10 “shall be furnished as a minimum 
requirement, to which the registrant may add such further information as 
will contribute to an understanding of its financial condition and operations.” 
One would suppose that the phrase “the registrant may add” was sufficiently 
permissive, but some readers seem to find in it something in the nature of 
a mandatory request for more. It probably has reference to two main things. 
The first is that many companies are already publishing, in their reports 
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to stockholders and otherwise, a good deal of information about their busi- 
ness which could not well be made part of general requirements for all com- 
panies; yet the Commission desired to encourage such practice. The second 
is that no set of general regulations could by direct question elicit all the 
material facts about every company, and this clause is an intimation that 
if, in the case of an individual company, there are any special facts of 
moment not brought out by the questions in the form, the registrant should 
nevertheless state them. 


Accounting Principles to be Reflected in Registration Statements 


It has several times been suggested, among others by the Joint Com- 
mittee of the American Institute of Accountants and the American Society 
of Certified Public Accountants which advised with the Commission, that 
companies should be required to file with the Commission a statement of 
the accounting principles which they have followed in the preparation of 
their financial statements. This in effect is done in form 10; while there is 
no requirement asking for a complete statement of principles in any one 
place, yet throughout the regulations the request is made for the principle 
followed with respect to important items as they occur. The above require- 
ment for the principle adopted in consolidation is an example; then follows 
the requirement to state how in consolidation the company has dealt with 
intercompany profits, with the difference between investments in subsidiaries 
and their own net book values, and with intercompany sales. In the appro- 
priate place the basis of determining the amount of the more important 
assets is required, and so are the methods used in amortizing debt discount 
and expense, the depreciation policy, the policy followed in determining 
profits on securities sold, and other important matters. It is further pro- 
vided that if any change has occurred in accounting principle or practice 
which affects comparison with a preceding period, this change must be 
clearly announced. In this way the policy of flexibility is adhered to, but 
at the same time full disclosure results as to the manner in which judgment 
has been used on questions the treatment of which is reasonably debatable. 

Although it does not apply to the accounting statements proper the use 
of the word “briefly” in many of the questions in form 10, ranging from 
number 11 to number 32, is also indicative of the Commission’s attitude. 
Further emphasis is given to this matter in the instruction book, which 
says: “Where brief answers are required, brevity is essential,’ with more 
to the same effect. The word is used in connection with questions about 
the history of the business, its operations, appropriate description of securi- 
ties outstanding, management and other contracts. It would apply also to 
answers such as that containing the statement of depreciation policy. This 
statement, however, might well be made long enough to indicate the handling 
of property retired before being fully depreciated, if such deficiencies of de- 
preciation are at all frequent or considerable in amount. Various commis- 
sioners have publicly insisted on the importance of this word “brief” and 
have intimated that if voluminous answers should come in they would de- 


cline to receive them. Each of the matters required to be so reported must 
therefore be dealt with in a few lines. 


Emphasis on Current Financial Changes 


Form 10 goes upon the accounting assumption that, in a seasoned busi- 
ness, the more significant matters are the current earnings and the current 
changes in the balance sheet. Fairly full information with respect to the 
annual profit and loss statement is therefore required, and by means of 
schedules the additions to and subtractions from important balance sheet 
items are brought out. There has been discussion as to how important the 
additions to and subtractions from property and plant may be, as called for 
in schedule II; the same question has been raised with reference to other 
schedules. Although the changes in plant account for any one year may 
not be significant (though sometimes they will be) yet over a period of 
time the accumulation of these figures must present a picture which will 
be of very considerable significance. Form 10, of course, is for the initial 
registration, and the requirements as to annual reports have not as yet 
been promulgated by the Commission, but it is most unlikely that these 
will be substantially different; in other words, one must suppose that form 
10 will be the basis for them also, at least as far as the financial statements 
are concerned. What we must contemplate, therefore, is not a single state- 
ment for a single year, but a series of statements covering many years; on 
this basis there are many items which cumulatively will help to give line 
and color to the picture, though the contribution made by a single item for 
any one year may be relatively trifling. 


Relation to the Ordinary Audit 


The experienced auditor aims to assemble in his working papers all the 
essential financial facts of the business; when these papers are complete he 
will have before him a thoroughgoing analysis of the balance sheet and in- 
come statement information, and no essential fact should be absent; from 
these papers he compiles the pictures presented in the balance sheet and in 
the income statement. Moreover, he is in a position readily to present, from 
within these working papers, any information he may choose. Similarly 
with information called for in a government report, if the information re- 
quired falls within the scope of the ordinary audit it will be included in the 
audit working papers and can be supplied with no more trouble than is 
required to fit it into its place in the report. When, however, information 
is called for outside the scope of the ordinary audit much additional trouble 
is involved, since the desired facts must then be made the object of special 
research and audit. In drafting form 10 the Commission had this clearly 
in mind and consciously sought to avoid imposing unnecessary burdens of 
a kind which would require additional and special work on the part of the 
auditor. This was not done to the extent of leaving out information of im- 
portance; on the contrary it was assumed that the ordinary audit, if well 
done, must bring out all information of importance and might therefore be 
relied upon for this purpose. Insofar as the Commission has succeeded in 


this respect a considerable degree of simplification is imparted to the work 
of preparation of the registration statement. 

It was in this spirit that question 34 of form 10 was asked. In the 
first place it is to be noted that this question is not associated with the 
financial statements proper; in the second place it does not ask for a con- 
tinuous historical analysis of the accounts, such as would require a detailed 
audit. Instead it asks certain specific questions about a few of the more 
important accounts such as property and plant, investment, intangible as- 
sets, capital stock, and debt discount and expense. Where changes of the 
kind referred to have not occurred no trouble at all is imposed upon the 
registering corporation; if there have been any such changes they will be 
specific transactions of such magnitude that they will be easy to locate and 
to report. The questions cover the last ten years, and will therefore bring 
out the significant restatements which have occurred in balance sheet ac- 
counts. 

The Auditor’s Certificate 

Public accountants will have read with exceptional interest the para- 
graph describing the characteristics of an audit certificate which the Com- 
mission will consider satisfactory. It will first be noted that no specific 
wording is prescribed for this purpose; in a matter so important, and on 
which such varied opinions exist, it was undesirable to introduce to the 
situation such rigidity as a fixed form would bring. Probably the most im- 
portant phrase in this paragraph is that which requires the accountant to 
state his opinion in respect of the financial statements and the accounting 
principles and procedures underlying them. Since accountants themselves 
have always claimed that their main function is to state an independent 
opinion about the accounts this involves no new doctrine, but the matter has 
its principal application with respect to that wide category of items known 
generally as qualifications; in this category very divergent matters have been 
included, ranging from the most innocent differences of opinion to direct 
violations of accounting principles. What the Commission clearly expects, 
and will undoubtedly insist upon, is that the accountant shall be so specific 
as to the character of his qualifications that it is clear whether he is merely 
disclaiming knowledge, or intimating that legitimate differences of opinion 
may exist on the point, or that he differs completely with the treatment 
accorded to the item in question. Since, as already stated, accountants have 
always felt that their main contribution was the opinion they expressed about 
the accounts, one cannot suppose they will raise objection here. On the 
other hand, there is nothing to be gained by pushing even this matter too 
far; the plain narration of some types of fact is complete in itself and sup- 
plies its own commentary. 

The Northern States Power Company |New York Times, November 22, 1934] 
in some respects is an illustration. This company had in 1924 written off 
an amount of unamortized bond discount and expense against a capital sur- 
plus which, from the facts disclosed, a reader could only assume to be 
created expressly for the purpose. This and other related facts were not 
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fully shown in the balance sheets and income statements proper, but were 
disclosed in the auditor’s certificate, and the Commission decided by a ma- 
jority vote that this constituted compliance with their requirements. The 
newspaper report intimates that the minority members desired that the 
balance sheet and income statements should be restated, and apparently that 
the accountant’s certificate should express disapproval of the practice. With- 
out going at length into the merits of the case it may be said that the 
statements were, for anybody capable of reading such statements, complete 
when supplemented by the auditor’s certificate; no other way of stating 
those facts could add to anybody’s understanding of the situation; any dis- 
pute on the matter, therefore, soon reduces itself to an argument about the 
form of presentation. 

For the future it is a moral certainty that the requirement of full dis- 
closure will, in many instances, discourage such accounting and financial 
practices as were followed in the Northern States Power case. In the papers 
of April 13th, for example, it is stated that the Chesapeake Corporation has 
revised its treatment of debt discount and expense, in deference to the Com- 
mission’s views. Insofar as such practices are continued, any chance of their 
deceiving anybody is removed when they are plainly stated. In fact the 
requirement of disclosure ought to be wholly salutary in its effects; where 
the circumstances really justify unusual proceedings in the shape of major 
adjustments in the accounts corporations will be, as they should be, entirely 
free to make such adjustments; and in that case it is not likely that they 
will demur about stating the conditions which have made the adjustments 
necessary. But where the reasons are more flimsy, such as the desire to 
tide over a difficult place by some form of accounting gymnastics, or to put 
a better face on things than they merit, then the necessity for disclosure is 
likely to act with the force of prohibition, which should be to everybody’s 
advantage. 

A recent statement [release number 324, March 28, 1935] by the Com- 
mission relates primarily to form A-1, but includes the following passage 
applicable also to the certificate requirements of form A-2: 

If anything comes to the attention of such accountant, or he obtains 
knowledge of any facts before the effective date of the registration state- 
ment which would make any of the material items therein untrue, or 
indicate there was an omission to state a material fact required to be 
stated, or necessary to make the statements therein not misleading, he 
shall bring such immediately to the attention of the Commission. 

In one respect this is not an additional requirement, but has the effect 
only of incorporating in the regulations the words of section 24 of the Se- 
curities Act, which would, in any case, apply. But apparently a further intent 
of the clause is to require accountants to furnish any material additions or 
corrections which they may discover after a registration statement has been 
filed, but before it becomes effective. 


Balance Sheet Instructions 
The first item under this heading refers to the use of the phrase “the 


basis of determining the amount ;” the instruction is that the basis must be 
very specifically stated, and not in general terms. It is interesting to observe 
that the Commission has used this phrase, thus presumably lending its 
support to the important fact that the balance sheet is not supposed to show 
values in the common sense of the word. This is a further example of the 
fact that the Commission is, as it is required to be under the law, in all 
its operations careful to disclaim any responsibility whatsoever for the qual- 
ity of securities, or for passing upon their merits. In the same way it is 
undoubtedly wise for the Commission not to hold out to the investing 
public the idea that the balance sheet reflects the present value of such 
items as the property and plant, or security investments. In the case of the 
latter item the current market values are required, if not shown in the 
balance sheet itself. The provision that receivables due from an affiliate 
may not be treated as current unless the current position of the affiliate 
justifies that treatment is a practical handling of something very difficult 
to define in advance. The affiliate’s own statements, and other related cir- 
cumstances, will indicate broadly whether it is in fact likely to pay these 
debts, and the accountants must be guided by those indications. 

The requirement under current assets that they shall be totaled is 
clearly designed to require those preparing the balance sheet to make this 
classification; they must thereby indicate which items they consider to be 
current assets. In too many balance sheets there has been a twilight zone 
of doubtful items, intermediate between current and fixed. Such items will 
continue to be necessary, but it is desirable for the company to show where, 
in its opinion, the current items end and the less current items begin. 

The classification given under inventories is the most natural classifi- 
cation that comes to one’s mind. Many companies, even manufacturing 
companies, will not be able to make a classification in these terms; in such 
cases they are required to present any subdivision of the inventories which 
is significant in their business. 

Throughout the regulations special attention is given to items affecting 
officers, directors and subsidiary companies. This is in accordance with 
modern accounting ideas, which have come to regard these items as matters 
of special concern. 

Another Example of Flexibility 

The permission to treat reacquired stock as an asset item, while furnish- 

ing another example of the flexibility of the regulations, apparently has 


been a blow to some accountants who desired a hard and fast rule on the’ 


point. In fact there are a number of persons who, while urging flexibility 
as a general rule, have their own pet theories about some one item, on which 
they would like to have a fixed treatment prescribed, with no options. The 
variety of conditions in which treasury stock may be held will, in the minds 
of most accountants, justify the optional treatment. 

A similar situation obtains with respect to intangible assets, and the 
requirements under schedule IV. It is obviously desirable to separate tangi- 
ble from intangible properties ; but where these amounts have been combined 


in accounts thirty or forty years old, and never were separated, it is difficult 
to separate them now with any degree of assurance. In a letter to stock- 
holders dated April 3, 1935, American Smelting and Refining Company 
proposes to tackle this problem by stating its tangible property at the amount 
used for tax purposes, and at the same time reducing the amount of in- 
tangible assets by means of a restatement of capital stock. It will be inter- 
esting to see what other companies may do in attempting this separation oi 
assets hitherto lumped in one account. One may anticipate that under the 
Commission regime these things will gradually become disentangled, since 
new items must be specified. Another condition involving the same ques- 


‘tion arises where the amounts for investments in holding company books are 


greater than the corresponding amounts in the books of subsidiaries; text- 
book treatment usually prescribes that this excess shall be designated good- 
will, but it may in fact represent a reappraisal of the tangible property of 
subsidiaries, of more or less authenticity. 

Some accountants have commented on the fact that all deferred charges 
are grouped together and listed near the bottom of the scale, separated from 
current assets by the intervening fixed asset items. If in a given case some 
of the prepaid expenses are judged to be genuine current assets, the free- 
dom clause as to form and order would seem clearly to allow of such treat- 
ment. But any prepaid expenses included as current assets should pre- 
sumably be listed as a separate item, both on general principles and aiso 
because of the departure from the presentation indicated in the regulations. 

Under liabilities the problem of maturing debt calls for discussion. The 
Commission has dealt with this matter by requiring that the annual instalments of 
serial bonds, notes and mortgages shall be included in item 24, other current 
liabilities. But general maturities of entire issues may still be listed under item 
26, funded debt, provided the amounts are stated separately. On this point also 
a greater rigidity has been urged by some people, but the flexibility allowed will no 
doubt be proven by experience to be more satisfactory. 


Treatment of Surplus 

It will be noted that surplus is not one of the accounts required to be analyzed 
retroactively in question 34, but the other questions here asked will elicit all the 
important transactions of an unusual character which would be likely to affect 
surplus; it is difficult to ask questions of this nature directly about surplus with- 
out making it necessary to have a continuous detailed audit, which would add 
greatly to the trouble and expense without yielding additional information of 
commensurate value. 

In the instructions in the balance sheet surplus is required to be divided into 
paid-in surplus, other capital surplus, and earned surplus, if such amounts are 
separately available in the company’s accounts. If these elements are not separately 
available, even though they may be present to some extent in the general surplus 
balance, separate figures are not insisted upon. Here again the Commission has 
recognized practical exigencies ; it does not require a company to do the impossible, 
but does require that such information of this nature as is available shall be 
divulged. It seems important that accountants should take this in the spirit in 


which it was written; while granting that in some cases it is either difficult or 
impossible to subdivide a surplus account into capital or earned amounts, or to 
say whether a specific major adjustment is of a capital or income nature, yet the 
broad differences between these two categories are reasonably clear. The greatest 
difficulties arise with old surplus accounts which may have contained all sorts of 
adjustments in past years, both debit and credit, and against which dividend dis- 
tributions have been charged. In such cases it is physically impossible to designate 
the remaining balance specifically as capital or earned surplus, or to divide it 
between the two. 


It is further required that an analysis of each surplus account shall be given 


in schedule VII, and in that schedule other additions and other charges to surplus 
must be specified. This clearly implies that even if only one surplus account is 
shown in the balance sheet, and one surplus analysis furnished in schedule VII, 
yet current charges and credits to the surplus account should be so described that 
the reader can see clearly what is their nature, and can judge for himself whether 
they are of a capital or income character. 


Profit and Loss Statement Instructions 

The most important question here is that of requiring the disclosure of the 
amount of sales and of cost of goods sold, a question which continues to be ac- 
tively debated. After listening to many of these arguments in many places I can- 
not but feel that the Commission has done the only possible thing in making this 
disclosure a general requirement, bearing in mind the opportunity open to com- 
panies to apply for confidential treatment of these items if they so desire. But 
I will go further, and say that in my judgment some companies which may be 
contemplating such an application would in their own and the general interest do 
better not to make it. It is not possible here to introduce all the arguments in- 
volved, but the cogent ones seem to me to be as follows. It has, in many cases 
where sales figures have already been published, been shown that the fears which 
preceded their publication turned out to be unfounded. There are cases where 
damage is claimed to have resulted to the company, but it is difficult to associate 
the damage directly and exclusively with the publication, or to say that it would 
not have resulted in any case. The argument about providing powerful competitors 
or powerful buyers with too much ammunition, while undoubtedly having force 
in some cases, is also subject to discount; such competitors and buyers, if they 
are interested, usually have pretty shrewd notions as to what these figures might 
be. I do not wish to appear to be taking the cheap and easy position of belittling 
the difficulties of others, but after considering all these arguments very carefully 
I cannot but feel that the dangers of publishing these figures are less serious than 
many have felt. An official of one company which has desired not to publish its 
sales stated frankly that he believed that their fears were largely those of venturing 
into the unknown; never having experienced such publicity they feared what 
might happen mainly because of not knowing what would happen. Others have 
said that, although in their opinion the time was not yet ripe for requiring pub- 
lication of these figures, yet it was only a matter of time, say five or ten years at 
most, before such publication should be required. In face of all these conflicting 
views I think the deciding argument is that publication is the remedy for a number 


of troubles which beset business; on the one hand it reduces the area of surmise 
and guessing among investors and speculators as to what is going on; on the 
other hand, it reduces the area of misrepresentation, whether friendly or malicious, 
which critics of business are able to engage in. Although, therefore, the emotion 
is very natural which 


. makes us rather bear those ills we have 
Than fly to others that we know not of” 


yet the present seems to be a tide in the affairs of men when the latter course is 
the better part of wisdom. 

Items 3-7 inclusive of the income statement, and the corresponding schedule 
VIII, have been the subject matter of much discussion. Some people seem to 
think that in schedule VIII the Commission has gone out of its way to make a 
simple matter difficult, whereas it is pretty safe to assert that the exact opposite 
is the fact. The purpose of the particular arrangement is to provide a form of 
reporting for any or all businesses, whatever may be their general accounting and 
cost practices. If all five items in question are included in costs by any company, 
then they will all be included in the profit and loss statement in item 2-A, cost of 
goods sold, and there will be nothing to report for items 3-7; but in that case they 
will all be shown in column B of schedule VIII. Insofar as any of them are not 
charged to costs they will be included as separate items in the profit and loss 
statement, and also shown in column C of schedule VIII. If any of them are 
included in other accounts, such as selling and administrative expenses, then they 
will be included in item 9 in the profit and loss statement and in column D of 
schedule VIII. In any case column EF of schedule VIII should show the total 
amounts provided for the year respectively for maintenance and repairs; de- 
preciation, depletion and amortization; taxes other than income taxes; manage- 
ment and service contract fees; and rents and royalties. 


Information Required in the Prospectus 

The Commission has indicated in its rules for the information to be included 
in a prospectus, which of the materials furnished in a registration statement it 
regards as most important for prospective investors. It has further provided, 
however, that the information furnished in the registration statement, but not to 
be completely reproduced in the prospectus, shall be summarized in the latter. 
The disclaimer of any approval of the securities by the Commission is here called 
for with peculiar force and prominence. 

Further light is thrown upon the philosophy of this legislation by the opinions 
expressed by the general counsel of the Commission in release number 285, dated 
January 24, 1935, relating to issues “not involving any public offering”. The 
opinion is designed to discourage 7 too ready resort to private financing, by intimat- 
ing the conditions which might be construed to mean that a public offering was in 
fact being made. The bearing of this upon the present subject is that the opinion 
helps to define the destination of the information which must be provided. The 
gist of the opinion is that the matter depends upon the magnitude of the opera- 
tion; the magnitude of the operation depends not only on the number of pur- 
chasers of the securities, but still more upon the number of people approached 
with a view to purchase. The number of units offered is important because the 


offer of a few units of large amount each implies a private offer, whereas the 
offer of many units of small amount tends to become a public offering. Finally 
the manner of the offering enters into the determination; direct negotiation with 
a few people implies a private offering, whereas advertising or any general activity 
to discover purchasers at present unknown implies a public offering. These gen- 
eral rules carry the rather definite implication that in a private offering the 
prospective purchasers will be able to take care of themselves as to the merits of 
the offer, but that if the issue goes beyond that point and becomes a public offering, 
then a registration statement is required which will place the general public in as 
favorable position as private buyers with reference to the quantity and quality of 
information available to them. 


For Whom is the Information Prepared? 

This brings us to the ultimate beneficiary of all this work; many times has 
the question been raised as to his identity. The assertion that the “average in- 
vestor” or “the man in the street” cannot or will not use the information provided 
in his behalf is not a satisfactory argument. It may be true that you can lead a 
horse to the water but cannot make him drink; but if there is no water the horse 
is still worse off. There are two answers to this sort of argument. The first is 
that as a matter of public policy the critical information should be available to all 
potential purchasers; whether they use it or not is their affair. The second point 
is that the great bulk of the real investment activity of this country, as distinct 
from speculation on a tipster basis, is carried on through the agencies of invest- 
ment counsel, statistical and financial advisory organizations, banks and insurance 
companies with their own investment analysts, and other similar agencies which are 
more or less competent to analyze the information furnished to them, and do in fact 
analyze it before making investments. The current of sound and reliable informa- 
tion should be kept full and clear for the benefit of these; through them it seeps 
down to others not perhaps directly within their own organizations, and not so 
competent to use it for themselves. It is in this way that the activities of the 
Securities and Exchange Commission are likely to raise the general level of financial 
and investment intelligence in this country. 

It cannot have escaped attention that many of the 1934 company reports to 
their stockholders which have so far appeared have shown the influence of form 10 
in a marked degree; some of them have referred directly to the Commission’s 
requirements. Although there is no legal connection between a registration state- 
ment and the report to stockholders, there naturally can be no great discrepancies 
in substance between the two. But companies are going further than that: in the 
itemization of the balance sheet and income statement, in the explanatory notations 
attached to these items, and in the announcement of the principles on which the 
accounts have been constructed, there has been a general movement in the direction 
of the position established by the Commission. The importance of the occasion is 
therefore that we have a general forward movement in the application of account- 
ing principles; the authority of the Securities and Exchange Commission is in a 
fair way to render effective the standards of reporting which have long been 
advocated by the accounting profession. 

Presented at the Four-State Conference of Certified Public Accountants at Atlantic City on April 13, 1935. 


Professional Accountants Can Aid 
Municipalities 
By H. CHATTERS 


S a professional group you are interested in extending the influence of your 
members, broadening their opportunities for service, and last, but not 
least, in making more money. Because commercial work may have de- 
clined, some of you are inclined to turn to the field of governmental account- 
ing and auditing. I hope you will do so. Governmental bodies need the 
services you can render. You must, however, understand their problems 
and the application of your talents to a solution of those problems. 
The peculiar requirements of municipal engagements must be recognized. 
Accountants who specialize in this class of work do note certain fundamental 


differences between municipal, and industrial and commercial practice. The 


profit motive dictates the requirements of industrial accounting. Municipal 
activities are performed for service, not profit. Your municipal reports, 
therefore, are intended primarily to disclose the financial condition of the 
city, the efficiency ‘of its operations, and the fidelity of its employees. Your 
industrial reports center around the balance sheets and profit and loss state- 
ments. Municipal reports should emphasize the importance of the budget, 
the relation of revenues to expenditures, the extent and sufficiency of the 
internal audit, the adequacy of the accounting procedure, and discernible 
trends in fiscal matters. The segregation of accounts by funds and the nature 
of the surplus accounts disclose still further peculiarities, 

A specific case will illustrate an error which may be committed by per- 
sons unfamiliar with municipal accounting. Recently a certified public ac- 
countant completed his audit of a large city. The first statement in his 
report was a consolidated balance sheet showing, without qualification, a 
surplus of $51,000,000, and an increase in surplus during the past year of 
$400,000. Now it so happens that this particular community is in default 
on bonds and interest more than $2,000,000, and its ability to pay its debts 
in full is extremely doubtful. Were this an isolated case, it would be unfair 
to mention it. It is one of the hundreds of instances wherein surplus is 
shown without any qualification when the figure given represents substan- 
tially the difference between the book value of property and equipment on 
the one hand, and bonded debt on the other. 

I want to consider the subject of municipal accounting and auditing, its 
relation to municipal government as a whole, and the part accountants may 
have in formulating public opinion and directing public affairs. . 


Accounting and Some of Its Functions 
Accounting —or record keeping—is only a means to an end. The 
records, maintained according to accounting principles, provide the basis 
for audits to check the fidelity of public officials. More important still, they 
permit the preparation of reports to inform citizens and guide municipal 
officials. As you stress the latter phase —the necessity of accounting as a 


basis for planning — you will further convince citizens and public officials 
that your services save them money. Hundreds of dollars are wasted for one 
that is stolen. To be constructive, accounting and auditing, therefore, must 
provide some basis for disclosing this waste. 

To control expenditures within revenues and within the limits of ap- 
propriations is one of the fundamental aims of municipal accounting, Such 
control demands the daily recording of commitments and the availability of 
complete financial statements at all times. Some states, notably Kansas, 
through its 1933 “cash basis law,” compel local governments to live within 
their cash incomes. Officials overlook the fact that it may be easy at times 
to control expenditures within appropriations, but far more difficult to keep 
outlays within actual receipts. Monthly reports, therefore, must disclose 
expenditures related to appropriations, and actual revenues with respect to 
estimates. Expenditures must be controlled on the basis of monthly or 
quarterly allotments and the program of spending adjusted periodically to 
actual cash receipts. Municipal solvency demands such intensive planning. 

Municipal officials need certain information from month to month for 
operating purposes. The following reports seem essential: 

1. A statement of cash balances showing the amount by (a) funds, (b) 


bank in which deposited, and (c) type of bank account, i. e., time, 
demand, or certificate of deposit. 


2. A statement disclosing, by activities, departments, or operating units, 
the amounts appropriated, with the expenditures and commitments 
against each. Where allotments have been used, the total expendi- 
tures and commitments to date should be compared with the amounts 
allotted or estimated to be spent to this date. 


3. A properly classified statement of revenues compared with budget 
estimates of income. Where revenues have been estimated by months, 
the total realized to date should be compared with the amounts esti- 
mated to be received to date. 


4. A comparison of the rate of spending and realization of revenues this 
year compared with previous years. 


The cash position of the municipality should be forecast to the end 
of each month and to the end of the fiscal year to show whether special 
plans must be made for (a) borrowing, (b) adjusting rate or time 
of expenditures, or (c) special efforts to collect revenues. 

6. Statements of unpaid taxes and assessments showing actual amounts 
unpaid, the percentage of delinquency, and comparisons with other 
years. 

7. Complete statements of debt to disclose the actual debt of all kinds; 

loans that may have been authorized but not yet floated; debts 
maturing in the near future, proposed loans, and bonding margin. 


8. Balance sheets or trial balances for the accounts of each fund. 


9, Various operating statements. 


Other financial reports may be prepared. In the larger communities 
nothing less than the statements above will give the information required 
for careful planning and administration. 


Sees Improvement in Accounting and Reporting 

You may well ask: “Have municipal accounting and reporting been im- 
proving?” The unequivocal answer is “Yes.” Forty years ago there were 
no municipal financial reports worth mentioning. Few cities, if any, classified 
their expenditures properly. Municipal accounting records generally con- 
sisted of books of cash receipts and lists of checks issued. The situation 
today is far from satisfactory. However, fifteen or twenty cities do issue 
public reports in a most attractive form, hundreds of others have compre- 
hensive financial reports, and the larger cities are using a fairly uniform 
classification of revenues and expenditures. Scores of cities use the most 
modern accounting machinery. 

Accounts designed to control expenditures within appropriations and 
available income are not adequate for all purposes. There is still a need 
for unit cost accounting. Its development will permit comparisons of: (1) 
costs of the same type of work in the same governmental unit at different 
periods, (2) costs of the same kind of work as between different crews or 
groups of workers in the same unit of government at the same time, or for 
the same crew at different periods of time, and (3) costs of comparable ac- 
tivities among different units of government. The public administrator 
needs unit costs for budget making. Without them he resorts to historical 
data wherein appropriations are based solely on the amount of previous 
expenditures, regardless of the actual units of work performed. Many muni- 
cipal activities are susceptible of unit cost development. This is particularly 
true of public works construction and maintenance. Other activities must 
be studied to see if cost standards can be developed. 

Cities do use accounting machines extensively, a recent survey disclosed. 
Ninety-seven out of one hundred seventy-two reporting cities of more than 
30,000 population in the United States employ machines for some purpose. 
These uses include: general ledger, 24; appropriation or expenditure ledgers, 
54; special assessment accounts, 22; utilities, 54; tax rolls, 43; tax bills, 45. 
What a field is still open for the accountant and the accounting machine 
salesman! Two cities of more than 500,000, two cities between 300,000 and 
500,000, and twenty-one cities between 100,000 and 300,000 use no accounting 
machines. Machines need not be confined to cities over 30,000 population. 
Communities as small as 5,000 population, by combining in one office all 
record keeping, including utility accounting, many times can afford mechanical 
equipment. Not only direct economies, but savings through prompt, com- 
plete, and accurate financial data justify the expenditure for equipment. 

You have heard much about uniform accounting and reporting. It seems 
apparent that some degree of state assistance, encouragment, or compulsion 
is necessary to bring this about. Thirty-nine states may legally prescribe 
audits of either county or municipal governments or both of them. Thirty- 
five states have statutes demanding some type of report from either counties 
or cities. If properly followed up, these existing laws and practices may 
well lead to the desired end. 
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State control should establish the basis for uniform reporting and pre- 
scribe minimum accounting standards. It should not go into such detail that 
the restrictions will stifle initiative or create the impression that the minimum 
standards are perfect. State control, then, should mean the gathering of 
reports based on a uniform classification of accounts, the demand for use 
of accepted principles of accounting, and certain minimum accounting records 
to conform with these principles and provide properly classified data for 
reports. 

. Cites Pitfalls of Complete Uniformity 


Accounting forms alone will not accomplish long time, basic changes. 
The improvement of municipal accounting must be predicated on sound prin- 
ciples and recognized standards of practice. These have been lacking. There- 
fore, there is little resemblance between municipal financial reports, or the 
accounting principles on which they are based. Perhaps the best statement 
on this point is one contained in “Reports to Stockholders,” a report of the 
Committee on Statistical Reporting and Uniform Accounting for Industry 
of the Business Advisory and Planning Council for the United States De- 
partment of Commerce. While the following refers to industrial accounting, 
it is applicable also to the municipal field. It says in part: 


“Complete uniformity in accounting practices throughout the whole 
field of business enterprise is often cited as an objective toward which 
business should constantly strive. Such an objective, however, even 
granting that it were susceptible of attainment, would by no means 
represent an ideal situation. To attempt now to standardize accounting 
procedures for all business would inevitably result in a standard far 
below the accounting practices of leading business concerns at the 
present time, and would tend to stifle the evolutionary progress which 
has been constantly under way in accounting for many years and should 
be permitted to continue. Moreover, it is clear that, except for well- 
known basic principles which should find recognition in all accounting, 

the most effective accounting for a particular company must be a system 
specifically designed to meet the peculiar requirements of that company.” 


The fact that standardization tends to stifle evolutionary progress is an 
interesting comment. This is important in considering state control. To 
“resume the quotation: 


“A far better objective is first: The recognition, adoption, and con- 
sistent application by all business concerns of the basic principles of 
accounting, and second, the development and adoption, within each 
reasonably homogeneous field of industry, of uniform accounting practice 
especially adapted to the needs of that industry. F-xperience has shown 
that a trade association, for example, representing a group of manufac- 
turers all engaged in the same industry may, with full knowledge of 
that particular business, develop a system of accounts that will conform 
to these fundamental principles and at the same time be better suited to 
that business than would a system designed for general application. 
Likewise, the experience of the Interstate Commerce Commission and 
other regulatory agencies has demonstrated that, while certain basic 
principles may be generally applied, it is necessary to devise a separate 
accounting system for each class of public utility comting under their 
jurisdiction.” 


This text reveals several important considerations: (1) complete stand- 
ardization is not desirable; (2) standardization may stifle evolutionary 
progress; (3) basic principles must be recognized and, (4) for practical ap- 
plication of accounting, a system should not be designed for all units, but 
for each reasonably homogeneous group. For municipalities this would mean 
grouping by type, size and geographical location. The National Committee 
on Municipal Accounting is approaching its problem from the angles sug- 
gested in “Reports to Stockholders.” 

Your government, federal, state, and local, is discussed more freely and 
with less available facts than any other subject. A simple statement, y, 
worthy of attention. The people of no other great nation in the world know 
less about their complex governments. The National Industrial Conference 
Board reports that government in the United States cost $13,417,000,000. 
But that is only one side of the story. When a manufacturer reports hun- 
dreds of millions of expenditures you say: “Yes, but he built so many auto- 
mobiles or produced so many tons of steel.” This leads me to say that our 
information about government is most lacking in facts that tell the volume 
of work accomplished and whether or not it was done efficiently or as cheaply 
as it was last year, or at as low a cost as other cities showed. If any group 
ought to demand facts before passing judgment — it is you, an organization 
devoted to the analysis of financial facts. 


Decries Lack of Knowledge of Government - 

Everyone talks about the cost of government. Their major premise is 
“government costs too much.” Well, does it? Do we complain because it 
costs more than private enterprises would require to do the same things, 
because the governments (if you can differentiate them from us as citizens) 
do things we do not want done, or because in one city costs are higher than 
they are in other places? And if these are the grounds for our Cone 
on what do we base our judgment? 

Comparisons of tax rates between cities are meaningless. They are 
indulged in only by the ignorant or malicious. From year to year in the 
same city they are usually misleading because of fluctuations in assessed 
values. Even if all tax rates in all places at one time could be reduced to a 
common level of assessed values, they would still form no basis of com- 
parison. They would not disclose what activities —in kind or amount — 
were being carried on by the money raised through the tax rate. Neither 
would they show the extent of state and federal aid, nor the allocation of 
activities. 

Significant changes in governmental relationships also require adjust- 
ments of financial and statistical data. How inaccurate it is for instance, 
to speak of the cost of unemployment relief and show only the amount ex- 
pended by a governmental unit from its own funds! Relief costs are fre- 


quently shared by the city, county, state, and federal governments. A recent 


news release from one federal agency, reporting city expenditures only, claims 
there was an increase of four per cent for all charities from 1932 to 1933. 
Another federal agency, reporting public welfare costs for substantially the 


same cities, but disclosing all costs, shows an increase from 1932 to 1933 of 
$312,000,000 to $445,000,000, or 45.8 per cent. The same is true of costs for 
education, highways, health, and many others. The conclusion is evident 
that the costs of each governmental activity — whether borne by one layer of 
government or another— must all be added together to present a true 
picture. This will become even more necessary with the extended use of 
state grants-in-aid and state-collected locally shared revenues. Through the 
use of adequate accounting and a uniform classification extending through 
all layers of governments it must be possible to produce information that 
can be compiled for all layers of government within a state and within the 
nation. To further this end a uniform fiscal year for all governmental bodies 
is advisable. 

A democracy cannot exist without enlightened and informed public 
opinion. Intelligent participation in public affairs requires facts. Citizens 
must choose their representatives on yarious legislative bodies. They must 
also elect, or their elected representatives must appoint, a vast number of 
public servants ranging in qualifications from the lowliest manual laborer 
to executives who direct the expenditures of hundreds of millions of dollars. 
And unless means are devised to base judgments on facts, the demagogues 
will usually win — for demagogues, unhampered by facts, can paint beautiful 
word pictures. 

Today, discussions of government hinge on sources of revenue. A 
strange shift from the 1930 and 1931 approach when cutting expenditures 
was the theme song. The public is concerned about the sources of revenue, 
the amounts being collected, and the impartial enforcement of tax collections. 
Further interest should be centered in the relation of revenues to their uses 
so that one group of citizens will not unduly benefit at the expense of others. 
Accountants, therefore, must inform themselves about municipal revenues. 


Urges Auditing by a C. P. A. and Disapproves Competitive Bidding 

The recording of facts by the accounting process is not enough. There 
should also be an annual verification by an independent agency of the 
financial transactions of every municipality. The examination should be 
thorough in scope and constructive in its recommendations. Primary con- 
sideration should be given to the qualifications of the auditors to perform 
a municipal audit. The National Committee on Municipal Accounting, in 
its “Tentative Outline of a Suggested Procedure for a Detailed Municipal 
Audit,” published by the National Committee on Municipal Accounting, 
suggests that preference be given to certified public accountants. The same 
committee wishes to register its disapproval of awarding audit contracts on 
a competitive basis. The latter, I] am sure, meets with your unanimous 
consent. 

Robert H. Montgomery, in “Auditing Theory and Practice,” volume I, 
said: 

“Auditing is the analytical, as practical accounting is the construc- 


tive, branch of accountancy; but the modern auditor is more than an 
analyst. The logical development of his profession and the increased 


appreciation of the value of his work have added to his former duties 

certain constructive functions which must be fulfilled in connection with 

a large proportion of his engagements.” 

Significantly, too, Mr. Montgomery cites as the major purposes of an 
audit the ascertainment of the actual financial condition and earnings of an 
enterprise. The minor objects of an audit, he says, are both the detection 
and prevention of fraud and errors. In addition, an audit wields a moral 
effect, tending to keep the work of the office staff sharply up to date. 

How many audit reports disclose the present financial condition of a 
municipality and point to future developments? Only a very few. And 
yet, as Mr. Montgomery says, the ascertainment of financial condition is the 
major function of an audit. We do not disclose the true financial condition 
when we juggle and combine funds or show that a hopelessly debt ridden, 
defaulting city has a “surplus” of $51,000,000, 

Nearly 80 per cent of the 213 cities recently reporting to the Municipal 
Finance Officers’ Association have annual or more frequent audits by in- 
dependent accountants or by a state agency. Of this group, 120 have annual 
or more frequent audits by private agencies, 47 by state agencies, and in 46 
audits are irregular or totally lacking. All reporting cities in the states of 
California, and New Jersey, and most of the cities in Michigan, Texas and 
Illinois, have annual audits. Apparently, Pennsylvania cities are not inclined 
toward this practice. The audit of local accounts by a state agency is in- 
dicated from Indiana, Iowa, Massachusetts, Minnesota, New York, Ohio, 
Washington, West Virginia and Wisconsin. In New York and Wisconsin 
either private accountants or state agencies may be engaged by the muni- 
cipalities. The prevalence of audits is more frequent than I supposed before 
this inquiry, and yet there is chance for great improvement both in the num- 
ber and quality of audits. 

Shall municipal audits be made by private accountants or by state 
officials? In some states the latter do all of this work. One official wrote 
me last week as follows: 

“Under our law the state tax commissioner’s office maintains an 
auditing force which audits all of the state, county and municipal gov- 
ernments. The result of the law is that the Republicans, when in power, 
have Republican auditors and when the administration changes to 
Democrats we have Democratic auditors. Little attention is paid to the 
qualifications ; the main thing is that the auditors support the adminis- 
tration 1n power. 

That state may be unfortunate, so in another we have the stipulation that 
no more than one-half of the members of the State Board of Accounts shall 
belong to the same political party. The auditors always work in pairs, too, 
one Democrat with one Republican. What havoc a third party would cause! 
There is such a thing as the merit system in government. It might be well 
to use qualified auditors who know no difference between Progressive, Re- 
publican or Democratic principles of auditing. 


Gives Arguments For and Against Audits by States 
There are some very real merits, however, to a system of auditing by 
state employees. The arguments in favor of the state agency are: 


The state employees usually know municipal laws. 

The cost is probably less. 

The competitive basis is avoided. 

The audits tend toward uniformity in scope and presentation. 
Auditors returning to the same community from year to year become 
familiar with local conditions. 

6. Auditors do not have to make a favorable report to obtain a return 
engagement. 


On the other hand, the arguments against state audits have merit. 
They are: 

1. The state audit is usually too legalistic. 

2. The state audit tends to become autocratic. 


3. Private accountants must be progressive to retain their professional 
standing. 


4. Private accountants can more readily adapt their work programs and 
reports to the needs and conditions of a particular community. 
5. State legislatures often fail to provide funds for audits of local units. 


6. There is often a political tinge to state audits. (This is sometimes 
true in audits made by private accountants.) 


The least the state can do is to specify the minimum requirements for 
an audit, demand that a certified copy be filed with the proper state official, 
and see that only qualified accountants are permitted to practice. 

Awarding municipal audit contracts on a bid basis is degrading to the 
profession and results in sloppy reports to municipal governments. Public 
officials generally are opposed to awarding audit contracts solely on the 
basis of law bids because the latter are frequently carried out with inferior 
help or the scope of the audit is curtailed. The National Committee on 
Municipal Accounting has cooperated in several instances in trying to do 
away with this practice. Accountants may be assured of hearty support, 
both from the above committee and from the Municipal Finance Officers’ 
Association, in their efforts to improve municipal audits and do away with 
unfair bidding. 

Auditors will do themselves and their profession a service if they insist 
upon a clear understanding in writing before they start a municipal engage- 
ment. First consideration should be given to the kind, type, and scope of 
the audit and the cost thereof. Both parties should understand under what 
conditions extra compensation will be paid if irregularities are discovered. 
Other points of agreement include: 


1. The period to be covered by the audit. 
2. The time work will be started and completed. 
3. Whether the auditors or the municipality will bring all records into 


balance if errors of this nature are found. 


by 


4. The number of copies of the report and to whom they will be sub- 
mitted. 
The extent to which criticism shall be made of the existing account- 
ing system. 

6. The basis of compensation, including expenses and the terms of 

payment. 
Says Certificate and Comments Should Give Clear Picture 

In my opinion, as a representative of public officials, I feel the auditor’s 
certificate should be clear and unequivocal. It should state what reservations, 
if any, are made. The comments should contain critical and constructive 
suggestions, In short, the certificate and comments ought to place, even 
before laymen, a clear picture of the scope and results of the audit. 
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Public accountants should approach a municipal engagement in the 
same spirit they do any other assignment. Public employees are entitled to 
the same courtesies as private clients. The audit report of a large city was 
recently rejected by its governing body for two reasons: (1) the independent 
auditors had hired employees of the treasurer’s office to run adding machine 
tapes of their own tax rolls; (2) a serious misunderstanding arose because 
the auditors had not asked a representative of the city to sign the requested 
confirmations of accounts receivable. Furthermore, public officials have a 
right to be considered honest unless and until an audit discloses otherwise. 

To quote Mr. Montgomery again: 


“The auditor who best accomplishes his task is he who is able to 

put himself in the place of those for whom the accounts are intended. 
He will not find this easy unless he has been trained to make the most 
of the figures which appear in a balance sheet or income statement. To 
present correct accounts is not enough, because correct accounts may 
not be clear to those for whom they are intended. A scientific system 
of accounts is a method whereby a graphic and intelligent record of 
facts may be assembled and by logical processes reduced to readable 
form. 

The audit report could well contain a supplement, stating in non-tech- 
nical language for the benefit of citizens at large, the results of the audit. 
In many cases this will form the basis of the publicity given the report and 
will permit the preparation of intelligent news stories. 

Generalities are safe. They forestall condemnation. But I want to be 
specific even at the risk of incurring wrath. Therefore, I shall suggest a 
constructive program. These things each accountant or all accountants as 
a group may do. 

No matter how fine are the principles and standards developed, they 
still have value only as they are used. And remember that their value is 
limited by the competence of the persons in public office. Professional ac- 
countants can insist that only persons of technical competence hold the 
municipal positions requiring such knowledge. Professional accountants 
should interest themselves, in any case where an appointment is to be made, 
to be sure that a person of merit is selected. Of equal importance is your 
insistence that such qualified persons be retained in office. Fortunately, 
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there are, in the public service, scores of certified public accountants. But 
where there are scores, there should be hundreds or thousands. Only per- 
sons with engineering degrees can practice engineering in or out of public 
office; it is equally important that only qualified persons should hold respon- 
sible accounting positions. 


A Constructive Program 

The accountant must first purge his own profession of the incompetent 
and dishonest. This means enforcement of your own code of ethics. It 
means dealing with unlicensed and un-registered accountants in such a way 
that the black sheep in the flocks will not be responsible for a general belief 
that the entire group is made up of black sheep. To carry the simile further, 
you must shear their black wool and dye their hides white. The public and 
public officials must be impressed by your honesty, fairness and ability. 

Not the least local governmental problem is the handling of the debt 
situation. Some communities give up public services to meet promptly their 
obligations; others hold that local public services come first, and forego 
the payment of bonds and interest. On January 1, 1935, there were in de- 
fault, on principal or interest, 349 counties, 851 cities and towns and 623 school 
districts. These figures do not include hundreds of special districts. Many 
of these communities wish to adjust their burdens by refunding their long 
term bonds, funding their short term loans, or scaling the principal or in- 
terest of their obligations. The interests of the municipalities and their 
creditors are both at stake. Properly trained accountants and auditors should 
have taken —and may even yet take—a far greater part in the handling 
of these debt adjustments. Should they not advise debtors and creditors 
alike as they do in the case of industrial concerns? The task requires special- 
ized knowledge; but so does any other worthwhile job. 

Your value will be limited if the public has a conception of you as mere 
bookkeepers or checkers of figures. You must be looked upon as capable 
to serve in many ways. Special study will enable you to assist in solving 
the debt problems of cities, to check on assessing methods, to devise sound 
systems of accounting, to plan the organization of financial activities, and 
act as advisers on general city financial problems. Your vision must em- 
brace a broad horizon which will take in the entire problem of government 
with all its complexities and interrelationships. 

The question of competition must be faced fairly and squarely. You 
meet competition from the state, from your own group and from non-certi- 
fied accountants. In actual practice you must demonstrate your superiority 
over the other groups. Your reports must be more complete, your recom- 
mendations more constructive. If the state now insists on doing all the 
auditing, you should, through legislation, obtain the right to seek municipal 
engagements. If there is to be competition, the door must not be closed. 
The competitor you dislike is the one who accepts an engagement at a price 
that will not permit him to do a piece of work conforming to ordinary 
standards of decency. You must eliminate him by an educational process 
and by letting public bodies know you will not be parties to such affairs. 
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Municipal accounting can progress only with the development and use 
of recognized accounting terminology, principles and standards of practice. 
The American Institute of Accountants and the American Society of Certified 
Public Accountants are already contributing to this end by their active par- 
ticipation in the work of the National Committee on Municipal Accounting. 
The New York State, New Jersey, and Pennsylvania societies, among others, 
have special committees on municipal or governmental accounting. As in- 
dividuals and organizations, you must lend your support to constructive 
movements. 

With this thought, then, I close this article. Society needs the talents 
of professional accountants to assist in solving its problems. They can help 
only if they have knowledge and courage. If they want to remain ordinary 
humdrum accountants, it is easy to do so. But I hope and believe that they 
will pursue the harder path which leads to progress and accomplishment. 
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Examination of Banks by Independent 
Accountants 


By Freperick H. Hurpman, C. P. A. 


N December of last year I addressed a meeting of the New York State 
Society of Certified Public Accountants pointing out the growing de- 
mand for and the value of examinations of banks by independent account- 
ants. George V. McLaughlin, president of the Brooklyn Trust Company, 
and formerly superintendent of banking of New York State, speaking at the 
same meeting, from the viewpoint of a banker, endorsed the views which I 
expressed and predicted an increasing demand on the part of banks for the 
services of accountants. 


The topic has evoked considerable interest, both on the part of bankers 
and accountants, and as a result I have been asked to address this meeting 
and elaborate upon some phases of bank examinations. 

One of the points brought out in my previous address and which I wish to 
reiterate here, is that examinations by governmental agencies do not obviate 
the need for examinations to be made by, or on behalf of, the directors. This 
observation was confirmed by Mr. McLaughlin. He made the statement 
that a bank in New York City at the present time might, in a single year, 
be subjected to four official examinations by four separate agencies. He 
further stated that these examinations might well be consolidated into one 
and supplemented by an examination by a committee of the board of directors 
with the assistance of a firm of certified public accountants. To those who 
are familiar with governmental examinations, the reason for such a sugges- 
tion is clear. I feel that there has been a lack of general understanding of the 
purpose and scope of these examinations which has resulted in a reliance 
upon them for a degree of protection which they were never intended to 
afford. Their primary purpose has been to determine that an institution 
was or was not solvent, to call to the attention of the board unsound loans 
or investments and to ascertain that provisions of the law with respect to 
the operation of the bank had not been violated. The official examiner is not 
subject to the direction of the board. The independent accountant, on the 
other hand, is the board’s direct representative and can be of real assistance 
in presenting facts which are necessary in the proper administration of the 
bank’s affairs. 

The events of the last few years have had the effect of impressing upon 
directors a keener and fuller appreciation of their duties and responsibilities. 
They have realized, perhaps tardily, a new significance in what the accountant 
has done for industry and are beginning to recognize his usefulness in the 
banking field. 

It would be rare indeed to find a committee of directors who are either 
competent to make a proper examination or who could devote the time 
required to adequately examine a bank of any considerable size. To insure 
proper control at the outset of an examination, the services of an adequate 


number of men are required. To meet this situation it has not been uncommon 
for directors conducting examinations to requisition the services of employees 
of the bank. It is not necessary for me to point out to you that this defeats 
one of the most important features of the examination. Where this practice 
has been followed, it has been my observation that the examination, in fact, 
has been conducted by the clerks and not by the members of the committee. 


Urges Examinations by Accountants for Directors 


The laws of New York State require periodic examinations by directors 
of banking institutions under its jurisdiction. While the law governing 
national banks does not specifically require examinations by directors, this 
procedure is generally recognized as in accordance with the best banking 
practice and the by-laws of most national banks contain a provision to this 
effect. 

The comptroller of currency has stated that an examination twice a 
year by a committe of directors who will give sufficient time to the work to 
make it thorough and complete, cannot fail to be of great benefit to all con- 
cerned. I feel that the directors owe this, not only to the shareholders, but 
also to the depositors and to themselves. 


Although some of us have been making bank examinations for a number 
of years, I think that, broadly speaking, this work constitutes a comparatively 
new field. For this reason, I believe that the subject merits cdénsiderable 
study and the accountant should equip himself to meet the situation in order 
that benefits may accrue to both the profession and the banks. The examina- 
tion of a bank should constitute more than a mere verification of its assets and 
liabilities. These institutions today are faced with problems in the solution 
of which the accountant can be of material assistance. 


He is equipped by training and experience to make a comprehensive 
presentation to the board of the facts disclosed by an examination. This 
information is vital to enable the board to appraise actual conditions and 
assist them in formulating policies. 

Examinations of banks present a somewhat different problem than is 
usually encountered in commercial audits, and for that reason thoughtful 
planning of the work in advance is imperative. The books are in effect closed 
with the business of each day. Certain assets are subject to daily change 
and must be verified before they lose their identity. Business must be per- 
mitted to continue without delay or interruption. To accomplish this a com- 
paratively large number of men may be required at the outset of an examina- 
tion in order to properly verify and control the items subject to immediate 
conversion. 

It has been my experience that the examination of a bank can be most 
advantageously started at the close of business on a given day. This will 
avoid interference with the ordinary routine of the bank’s business and will 
aid the examiner in maintaining proper control. 
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Undue Limitations Should Be Avoided 

When the accountant is engaged he should endeavor to secure written 
instructions relative to the purpose and scope of the examination, or at least 
confirm, in writing, his understanding of the arrangements. 

I believe that we should strive towards a type of examination upon which 
undue limitations are not imposed. In the event that the committee wishes 
to impose certain limitations, their effect on the value of the examination 
should be explained. A too limited examination makes it difficult for the 
accountant to render the full measure of service which he should be qualified 
to give. 

In order properly to plan his work, the accountant should secure a recent 
statement and personally visit the institution to get a general idea of its size, 
activities and personnel, At this time inquiry should be made to determine 
the magnitude of the activities not directly reflected on the statement. The 
accounting records should also be inspected because inadequate or ineffective 
records greatly retard the work of an examination and due allowance will 
have to be made for the additional time that might be required. It is 
extremely important that an efficient plan of procedure should be formulated 
in advance and definite assignments of men made according to their qualifica- 
tions. A sufficient number of men should be assigned to expeditiously count 
the cash on hand and to adequately cover the work of those departments 
requiring immediate attention. This is particularly true of the loan and bond 
departments. Since the element of surprise is important, the exact date upon 
which the examination is to be made should be left to the discretion of the 
accountant. 

For obvious reasons, the appearance of the accountant’s staff at the bank 
should be unostentatious. When the examination is started, the physical 
location of all assets or other securities in the bank’s possession should be 
ascertained and they should either be placed under seal or in the immediate 
control of the examiners. Keeping in mind that the examination should not 
interfere with the orderly routine of business if the goodwill of the client is 
to be retained, the examiner should plan his work so as to release those assets 
or records which will be needed the following morning in the regular course 
of business. 

Preliminary Steps of Examination 

The general bookkeeper should be requested to prepare for the account- 
ant’s use, a statement as of the close of business on the examination date. This 
statement can be accepted tentatively but during the course of the examina- 
tion its footings must be verified and the balances shown thereon checked 
to the general ledger accounts. 

Immediately upon arrival at the bank, a sufficient number of examiners 
should be assigned to the tellers’ cages to obviate the possibility of unau- 
thorized transfers of funds. In so far as possible, the tellers should be 
instructed to clear their funds of all items other than cash and then prepare 
their usual proofs. This procedure will expedite the work of the examiner 
who can check his own count to the tellers’ proofs. These proofs should be 
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footed by the examiner and an extract made showing the total amount of 
cash on hand and a detailed description of items other than cash included in 
the funds. These items may consist of returned checks, expense vouchers or 
charge tickets. The examiner should determine that they are being carried with 
the approval of an officer and during the course of the examination should 
trace their disposition. Any of these items remaining in the cash at the close 
of the examination should be listed in detail in his report. 


The count of cash by the examiner can be facilitated by tentatively ac- 
cepting the amount shown on packages of bills and wrapped coin and then 
counting the loose bills and currency. The extent of the verification of 
strapped bills will depend upon the relative amount of cash on hand. Under 
ordinary circumstances, all packages containing bills of the denomination of 

20 or over should be counted and those of lower denominations should be 
tested. The packages which are not counted should be inspected to deter- 
mine that they contain actual bills of the denomination indicated on the wrap- 
pers. Coin in bags still under the seal of the Federal Reserve Bank can be 
accepted for the amount stated on the tags. Rolled coin can be tested by size 
and by opening the ends of some of the rolls. In some instances a consider- 
able amount of unwrapped coin may be found in bags. 

To satisfy himself of the substantial accuracy of the figures appearing on 
the bags, the examiner should inspect the contents of each bag of unwrapped 
coin and count one bag of each denomination. Other bags of the same de- 
nomination may then be weighed and compared with the bag whose contents 
have been counted, 


Confirmations and Checking of Accounts 


Most banks maintain a reserve cash fund which is usually under the 
control of an officer or the head teller. The vault containing this fund, of 
course, will have been placed under seal at the outset of the examination. 
This fund is usually of considerable size and for that reason it may be 
advisable to assign men to begin counting it at once. The reserve cash will 
ordinarily be carried in the head teller’s proof. 

As soon as the tellers’ funds are counted they should be kept under seal 
until the examiner has checked the accuracy of his summary against the 
final general ledger figures. 

Checks received in the course of business drawn on local banks, are 
commonly known as “exchanges” or “city collections,” the former repre- 
senting those which pass through the clearing house .and the latter those 
whose collection is made by messenger. These checks are listed by clerks 
according.to the banks on which they are drawn. A summary of the totals 
of these lists should be prepared by the examiner and the checks forwarded 
under his seal, accompanied by a confirmation form. It is sometimes diffi- 
cult to get confirmations of items collected by messenger. For this reason 
a man should be assigned to check the route collections. When confirma- 
tions are returned to the examiner, all exceptions noted thereon should be 
thoroughly investigated. 
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With respect to items received prior to the close of business on the day 
of the examination and returned subsequent thereto, it is highly important 
that the examiner should trace their disposition. The depositors’ accounts, 
to which the major portion of these items will be charged, should be scrutin- 
ized to determine whether such charge-backs are constantly recurring. This 
may uncover a so-called “kiting” operation and will also develop whether 
or not the bank permits its depositors to draw against uncollected funds. 

In order that all return items may come to the attention of the examiner, 
he should instruct the clerks to submit them daily to him. He can usually 
ascertain that all items have been submitted by reference to redemption 
checks and entries in the return item register. 


Transit Department Items and Those Due from Banks 

In a bank of average size, checks on out-of-town banks are handled 
through a so-called “transit department.” The work of this department is 
usually closed before the end of banking hours. Checks received subsequent 
to that time form a part of the cash balance but are ordinarily held in the 
transit department to be included in the work of the following day. The 
volume of the work in the transit department will govern the number of 
men required to cover this phase of the examination on the first day. The 
confirmation of these items is similar to that employed in confirming ex- 
changes and city collections. 

The examiner should obtain a list of the regular depository banks and 
requests should be addressed to these institutions for a certificate of balance 
as of the date of the examination and for a statement to a date three or four days 
beyond that time. The balances certified should be reconciled with those 
carried on the books of the bank. The statement running beyond the exami- 
nation date will facilitate the verification of reconciliation items. Care should 
be taken to trace all exceptions noted on the reconcilements which have 
not been subsequently offset by entries on the records of the bank under 
examination. 

The requests for statements sent to depositories should also incorporate 
queries as to any direct or contingent liability on the part of the bank under 
examination and as to any securities which may be held for its account and 
the purpose thereof. 

If the bank under examination is a member of the Federal Reserve 
System, at least two accounts will be in existence, namely, a reserve account 
and a transit or deferred credit account. The latter is a subdivision of the 
reserve account and provides a means for segregating deposits until they 
are made available for the reserve account. It is important that an analysis 
of the transit account be prepared and the items appearing therein traced 
to subsequent credits to the reserve account. 

I have found that the most satisfactory method of verifying amounts 
“due from bank accounts,” which are handled through the transit depart- 
ment, is to prepare itemized statements of these balances for confirmation 
by the correspondent banks. It must be borne in mind that most of these 


items are handled on the books of these banks as collections and generally 
are remitted for as soon as paid. 


Loans and Discounts 

The solvency of any bank is dependent to a very great extent upon the 
true value of its loan account. For this reason thoroughness in its verifica- 
tion and valuation is an essential part of any examination. A considerable 
amount of study and analysis is required to adequately portray the facts 
regarding loans. It involves a review of the credit files for which the ac- 
countant is eminently qualified by experience, a survey of the history of the 
loans as indicated by the liability records and the securing of reliable data 
with respect to not readily marketable securities held as collateral. 

The loan department of a bank is ordinarily one of considerable activity 
and in order not to hamper the regular routine, thought should be given 
to expediting the proofs and the examination of collateral. It is desirable 
that the loan account be broken down into certain classifications which, in 
a bank of average size, might be the following: 


Demand secured Time secured Bills discounted 
Demand loans unsecured Past due loans 


In the event that these classifications do not appear on the general books 
of the bank, the examiner should arrange his proofs according to the classifi- 
cations suggested and reconcile them with the existing control accounts. In 
connection with these proofs it will probably be necessary to include memo- 
randa representing notes which have been sent out for collection. These 
should be listed by the examiner and confirmed by correspondence. The 
confirmation request should provide for a full description of the item and 
particularly a report of the date on which the item was received by the col- 
lecting agent and whether or not payment has been effected. 

Unless otherwise directed, it is customary for the accountant to accept 
the signatures on the notes as authentic and a qualification to this effect 
should appear in his report. However, he should be on the alert for obvious 
irregularities. All notes should be inspected to determine that they are 
properly drawn and endorsed. Collateral on deposit should be examined and 
checked to the loan cards or the collateral ledger. These records should in 
turn be compared with the original notes. Any differences between the col-. 
lateral listed on the original notes and that examined should be substantiated 
either by substitution slips, the borrower’s authorization for sale or the 
borrower’s receipt. 

In instances where advances are made under a general loan agreement, 
the accountant should prepare a list of the collateral examined and send it 
to the borrower for confirmation. 


Accountant Should Determine Negotiability of Collateral 


In the examination of collateral it is highly important that the accountant 
determine that it is readily negotiable by the bank. Certificates of stock 
should be endorsed or accompanied by stock powers and registered bonds 
by bond powers. Collateral registered in the name of a person other than 
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the borrower must be accompanied by a certificate from the owner giving the 
borrower the right to hypothecate the security. Collateral should be valued 
as of the date of the examination. Loans which do not meet the bank’s 
margin requirements or are secured by collateral, the market value of which 
cannot be readily ascertained, should be scheduled in the accountant’s report. 

A listing should be made of the balances shown in the customers’ liability 
ledgers to determine that these records are in agreement with the controls. If 
this proof is obtained, it is customary to accept the accounts as stated. 

From this list the accountant should prepare for inclusion in his report a 
schedule of the larger unsecured lines of credit. In a bank of moderate size, 
it may be sufficient to list only credit lines of $10,000 or over. 

A third schedule should appear in the accountant’s report, showing all past 
due loans. 

Each of the loan schedules should show the name of the borrower, the due 
date, the amount of the loan, endorsers or collateral and the value of the latter. 
These schedules should be cross-referenced so that the total amount shown for 
any borrower may be apparent from an inspection of any one schedule. 

I believe it is of value to present a classification of all loans scheduled on 
the basis of the accountant’s judgment as to whether they are good, slow or 
doubtful. This can only be accomplished after a review of the credit files and 
consultation with the credit department. 

The accountant should familiarize himself with the legal requirements with 
respect to excessive loans and report any violations. A preponderance of loans 
to one class of borrowers should ordinarily be subject to comment in the report. 
Loans to directors or officers or to corporations in which they are interested 
should be scheduled. These must be incorporated in the report to the Banking 
Department of New York State. Direct loans to directors or officers should 
be specifically approved in the minutes. 


Other Features of Examination 

In the foregoing remarks I have endeavored to indicate in some detail the 
steps required in the verification of cash and loans in a bank of average size. 
For the larger banks the same general principles are involved, but considerably 
more diversification may be encountered in the loans. 

I shall devote the remainder of my address to some general suggestions 
which I feel may be of value to the accountant who is desirous of entering the 
field of bank examinations. 

In connection with the verification of bonds and other securities owned by 
the bank, it will generally be found that a portion of these assets are either on 
deposit with Federal or state departments or held in safe-keeping by other insti- 
tutions. I do not believe that the receipts on hand should be accepted as an ade- 
quate verification of the assets not in the bank’s possession. The examiner 
should confirm these items by correspondence and ascertain the purpose for which 
they are being held. With respect to the examination of the bank’s securities 
on hand, it should be determined that bonds fully registered or registered as to 
principal only are in the name of the bank. Current coupons should be accounted 
for. In addition to the foregoing, I feel that it is of vital interest to the board 


that it be informed of any defaults in either principal or interest, the extent 
of such defaults and the steps that have been taken to protect the interests of 
the bank. 

Accrued interest receivable in many instances represents an asset of sub- 
stantial proportion and the examiner should determine that the account is cor- 
rectly stated. An analysis will disclose whether uncollectible interest is included 
and if accruals have been discontinued for interest doubtful of collection. The 
manner of billing interest and the procedure followed with respect to its col- 
jection should be investigated. 

Ordinarily the real estate account in a commercial bank is represented solely 
by the investment in its banking quarters. At the present time, however, banks 
may be carrying other real estate obtained through the foreclosure of mortgages 
formerly held as collateral to loans. Evidence of title to the properties should 
be examined, together with the various forms of insurance coverage, the adequacy 
of which should be determined. Receipts evidencing the payment of current 
taxes should be inspected and the assessed values noted. An analysis of the real 
estate account will disclose the various elements of cost which have been capitalized 
and comparison of the book value with the current appraisals and assessed values 
should be made. It has been my experience that in many instances items entirely 
extraneous have been added to the cost of real estate, creating a book value far 
in excess of a reasonable valuation. 

Verifying the Deposit Liability 

While a trial balance of the depositors’ accounts is necessary to determine 
that the total is in agreement with the general ledger control, this in itself does 
not constitute a proof of the bank’s deposit liability. The most satisfactory method 
of verifying the correctness of this liability is through the medium of individual 
confirmations and a study of the internal control over depositors’ account records. 
Naturally, if it is possible to abstract these records without detection the system 
of internal control is at fault and this fact should be brought out in the accountant’s 
report. 

In checking the proofs of the depositors’ ledgers, the accounts should receive 
sufficient scrutiny to determine that they are bona fide deposit accounts. Over- 
drafts should be listed and considered as to possible losses, and their existence 
should warrant an inquiry into the bank’s policy with respect to permitting them. 
Accountants, no doubt, are familiar with the requirements of the law prohibiting 
overdrafts in the accounts of officers or directors. This should receive special 
consideration on the part of the examiner. 

The examiner should determine what procedure and control are in effect for 
inactive accounts. It is preferable that these should be under the supervision of 
an officer to minimize the opportunity for manipulation. All large withdrawals 
from these accounts should be investigated. 

As to the confirmation of depositors’ accounts, it will be recognized that 
this procedure, under conditions which have existed during the past few years, is 
not advisable because of the danger of creating disquietude in the minds of the 
depositors. Certain accounts, however, usually with substantiai balances, main- 
tained by municipalities or large corporations are not subject to this restriction. 
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These may be confirmed. When the confirmations are returned, the signatures 
appearing thereon should be compared with the authorized signatures in the files. 
I know of a recent instance where such confirmations had been received regularly 
and accepted by a bank over the signature of an employee who had been misapply- 
ing funds and was not authorized to sign on the account. 

In connection with the verification of outstanding certificates of deposit and 
cashier’s checks, the names of the payees appearing on the register should receive 
attention. It is possible for a bank to conceal its borrowings through the medium 
of issuing a cashier’s check or certificate of deposit. All instances where the 
bank is shown as the payee should certainly be investigated. I know of cases 
where a statement of the bank’s operations was manipulated through the medium 
of concealing or deferring profits by issuing such instruments and allowing them 
to show as outstanding items. 


Proper Authorizations Essential 


The examiner should satisfy himself that borrowings on the part of the 
bank have been properly authorized. The liability therefor should be confirmed 
as to amount, maturity, collateral, interest rate and the date to which the interest 
has been paid. 

The examiner should verify the liability for accrued taxes, accrued interest 
and the amount set up as deferred income represented by unearned discount. A 
correct statement of these accounts is essential in presenting a statement of the 
bank’s financial condition. 

Verification of the outstanding capital stock can be accomplished by taking a 
trial balance of the stockholders’ ledger and comparing this trial balance with the 
open stubs in the stock certificate books. Canceled certificates representing trans- 
fers should bear the required tax stamps. 

Recently the government has invested in preferred stock or capital debentures 
issued by banks. These items should be confirmed. 

The examiner should prepare an analysis of the surplus, undivided profits, 
reserve and profit and loss accounts. He should determine that all direct charges 
have been authorized by the board. 

With respect to reserve accounts, their purpose and adequacy should be 
ascertained. If they represent a definite provision against certain assets they 
should be so applied on the statement of the bank's condition. 

The examination should include a study of the accounting system and the 
internal controls to determine that the records effectively present the pertinent 
facts. Any weaknesses in the internal controls should be commented upon by the 
examiner in his report. 

The examination of a foreign department in a bank of average size should 
present little difficulty. Ordinarily its activities would be confined to the issuance 
of foreign drafts and a moderate amount of letters of credit. A small amount 
of foreign currency may be found on hand and the department, no doubt, will 
carry accounts with foreign correspondents. For the purpose of the statement 
foreign currency balances should be converted at the existing rate of exchange. 
The foreign department in a large bank constitutes a problem in itself and requires 
highly specialized knowledge on the part of the examiner. 
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While smaller banks ordinarily maintain a so-called customers’ security service, 
a regular bond department will probably be encountered only in the larger institu- 
tions. Probably the most difficult part of an examination with respect to such a 
department would be that related to syndicate participations. 


Trust Departments and Savings Banks 


In many cases, even in the smaller institutions, the trust department, from 
the standpoint of assets, may be larger than the banking department itself. In 
connection with a regular examination of a bank, the examiner will probably 
be called upon to check the trust assets against the records and establish the lia- 
bility for trust deposits. ‘The work of the trust department involves some very 
serious responsibilities, to say nothing of the many technical problems in book- 
keeping and procedure. For this reason directors have often found it expedient 
to have special examinations conducted by accountants to assure themselves that 
the terms of the instruments under which their trust department is acting are 
being currently and correctly complied with. 

In many respects an examination of a savings bank closely follows the pro- 
cedure involved in examining a commercial bank. Because of the differences in 
the nature and functions of these banks, greater restrictions apply to the invest- 
ment of savings banks’ funds. It seems to me that the main points to bring out 
in the examination of a savings bank are the defaults with respect to its invest- 
ments in bonds and mortgages, the true operations of real estate either owned 
or operated under rent assignments and their effect upon the earnings of the 
institution. The law in New York State contains definite restrictions a$ to what 
accruals of interest may be included in the calculation of earnings of a savings 
bank. 

I believe that it is the duty of the examiner to submit an analysis of the bond 
and mortgage and real estate accounts in his report and point out both the direct 
and contingent liabilities for unpaid taxes which are or will constitute prior liens 
to the bank’s investments. 

I feel that, under existing conditions, a proper presentation of comparative 
figures in the accountant’s report with respect to non-earning assets will be of 
value in portraying trends which should be of vital interest to the trustees. 

With respect to deposit accounts in savings banks, the examiner is in a better 
position to check the accuracy of this liability than he is in a commercial bank. 
During the course of his examination it is possible to examine and compare with 
the ledger cards the balances shown on pass books presented or sent in by de- 
positors. Since these banks do not make a practice of returning drafts on deposit 
accounts, the examiner should avail himself of the opportunity to make test checks 
of withdrawals. This, of course, would involve a comparison of signatures on 
the drafts with the cards in the files. 

When an accountant is engaged to assist directors or trustees in the exami- 
nation of a bank, he may be called upon to prepare or verify a formal report to 
be submitted by the bank to the banking department. A review of these forms 
will give some insight into their requirements. 

In writing on this subject, my purpose has been to give tu those who are 
not already familiar with the subject, a rather general picture of some of the 
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things to be encountered in the examination of a bank, together with some methods 
of procedure which I have found effective in the conduct of an examination. 
Naturally, the accountant must adapt himself to the conditions found. 

In closing, I should like to emphasize the necessity for a thorough under- 
standing of the subject before venturing into this new field, in which, I believe 
accountants are destined to assume a role comparable to that which they now 
occupy in the industrial world. 

I am firmly convinced that in this undeveloped field lie great possibilities for 
rendering a real service which will redound to the benefit of both the banker and 
the accountant. 

It was manifestly impossible for me, in this space, to describe fully all the 
steps to be followed in the conduct of a bank examination but I did make some 
observations regarding procedure to be followed. 

One of the best articles which has come to my attention, covering as it does 
in detail the various steps of such an examination, was written by L. zur Nieden, 
C. P. A., and appears in the July, 1934 issue of the Journal of Accountancy. I 
believe that all who are interested in this type of work should read not only that 
article, but also the suggestions embodied in a bulletin issued by the comptroller 
of currency and appearing in the January, 1935 issue of the New York State 
Society’s MontTuiy BULLETIN. 


Presented at the Four-State Conference of Certified Public Accountants at Atlantic City on April 12, 1935. 


| 


Some Aspects of New York State Taxation 
By Leo Marrersporr, C. P. A. 


N discussing the taxes of New York State, I shall not touch upon such 

taxes as that on gasoline, motor vehicles, alcoholic beverages, etc. Rather 
shall I consider those taxes which affect the ordinary business corporation and 
individual, not only because accountants are more interested in these particu- 
lar imposts, but also because recently there have been many changes which, 
I am sure, will be of concern to everyone. 


In New York the tax laws are administered by the State Tax Commis- 
sion which heads the Division of Taxation of the Department of Taxation and 
Finance. Mark Graves, who is widely known as one of the foremost authori- 
ties on the subject of state taxation, is president of the Commission. Through 
a happy, perhaps unusual, combination of official authority with great know]l- 
edge of his subject and eminent fairness in administration, he makes clear 
and workable many provisions of the law which to the layman and often the 
accountant and lawyer are confusing and arbitrary. 


Touching first on the field of corporate taxes, we find that New York 
State segregates corporations into various classifications for the purpose of 
levying the franchise tax. These classifications have been provided to adapt 
the general form of corporate taxation to the peculiar methods of certain 
types of business. So we find that real estate corporations are taxed differ- 
ently from business corporations. Hoiding corporations whose sole business 
consists of the holding of stocks of other corporations for the purpose of con- 
trolling the management and affairs of such other corporations are likewise 
taxed differently from business corporations. Banks, and national banking 
associations also come under different sections of the tax law. At this junc- 
ture, I might also say that in nearly all its tax legislation the State has fol- 
lowed the plan of amending the statutes piecemeal rather than rewriting the 
acts wholesale as is the custom with the Federal government. Often this 
has led to confusion and hodge podge law. I understand that there is now a 
committee of experts studying the situation. Their view is to suggest to the 
Legislature methods of simplifying the many provisions of our laws dealing 
with taxation and it is hoped that their object will be speedily accomplished, 
and their suggestions enacted into law. 


For the purpose of the discussion of corporation taxes, I shall touch only 
on the franchise tax as it affects the business corporation, for this is the tax 
in which | believe accountants are most interested. The tax applies to all busi- 
ness corporations, domestic or foreign, doing business within the State. In 
the past, it has been levied by computation and assessment made by the State 
on the basis of a franchise tax return filed with the Department at Albany 
on or before July Ist of each year. Beginning in 1936, however, a change in 
the method of assessing the tax is being made in that the taxpayer will be 
required to compute the tax and pay at least one-half at the time of filing the 
return. The other half will be payable on the following January 1st, or within 
thirty days after a bill is rendered by the State. If the statutory minimum 
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tax must be paid, it must be remitted in full at the time the return is filed. 
Beginning with that year, furthermore, returns will be due on May 15th 
instead of July Ist, as heretofore. Although at first this new method of pay- 
ment also was to have prevailed in the case of returns due on July 1, 1935, 
the franchise tax law was again amended through the approval by the Gov- 
ernor on April 11, 1935, of what became chapter 367 of the laws of 1935, which 
definitely fixed 1936 as the year in which the new method of payment of the 
tax is to go into effect. 


Amendment Brings Revenue Forward a Year 


The purpose of advancing the date for the filing of the return and paying 
at least one-half of the tax at the time it is filed, is to bring forward into 
another fiscal year of the State the revenues which would ordinarily not be 
collected until the time of its next fiscal year and thus, to help balance the 
budget in the fiscal year 1936. The State’s fiscal year, incidentally, begins on 
July Ist and ends the following June 30th. In spite of the advance of the 
filing date, the date of payment of the second installment and the method of 
its payment have not been changed. The return itself is based on the figures 
for the last calendar or fiscal year preceding July Ist, and even next year 
when the returns will be due on May 15th, this method of reporting the figures 
will be followed. The law, however, provides that where a corporation’s 
fiscal year ends between February 28th and June 30th, it may file its return 
thirty days after the Federal return is filed since, as I will explain, some of 
the figures are based on those reflected in the Federal return. 


The tax is computed in one of four ways depending upon which method 
yields the highest tax. The essential distinguishing features of these four 
methods, speaking in general terms is that the first is based on so-called 
entire net income, the second on certain adjustments of officers’ and stock- 
holders’ salaries, the third on the amount of the capital stock and the fourth 
is a specific minimum. The entire net income under the first method is the 
amount of net income reported for Federal income tax purposes in the return 
for the calendar or fiscal year preceding July Ist, plus dividends deducted in 
the Federal return, plus interest from tax exempt securities, plus items or 
sums excluded from the definition of gross income by the Federal govern- 
ment, and losses sustained in a prior year which may be allowed as a deduc- 
tion by the Federal government. For the last few years and from now on, of 
course, losses sustained in prior years need not be considered in the prepara- 
tion of New York franchise tax returns since the Federal statutes do not per- 
mit their deduction, 

It is noteworthy that in arriving at the amount of the franchise tax, the 
State may use as a measure of the tax the income from interest on Federal 
bonds and other tax exempt securities. The reason for this is, that the New 
York franchise tax is not a tax on income as such, but a tax on the right to 
use a franchise, for which income is used merely as the measure of the value 
of the right and, you will note, income is only one of several measures. 

The rate of tax, if based on income, is four and one-half per cent and the 
tax year is the year beginning on the November Ist following the date the 
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return is filed. For the year beginning November 1, 1936 only, however, the 
rate will be six per cent. 

Many close corporations were able in the past to avoid franchise taxes 
by paying their officers unreasonable salaries; the so-called salary method of 
computing the tax was adopted by the Legislature some years ago to circum- 
vent this means. The tax is levied on a base which is arrived at by adding 
to the entire net income, as I have previously defined that term, the salaries 
paid to the officers of the corporation and salaries paid to stockholders owning 
more than five per cent of the stock. From the sum so obtained is deducted 
a specific exemption of $5,000 and any net loss for the reported year, and then 
from that resultant sum an amount equal to seventy per cent thereof. The 
rate of four and one-half per cent is applied to the remainder and if it yields 
a higher tax than any other method, it will determine the amount of the 
franchise tax. For the year beginning November 1, 1936 only, the rate will 
be six per cent. The State Tax Commission, however, still sometimes dis- 


_allows salaries paid officers and stockholders in arriving at the tax, since it 


has held that the “salary method” mentioned in the statute is not an exclu- 


method. 


Allowance Made for Decrease in Asset Values 


The tax on capital stock is at the rate of one mill on each dollar of the 
corporation's issued and outstanding stock, but in no case will the stock be 
deemed to have a value less than its face or market value, or less than the 
net worth of the corporation, or less than $5 a share. The term “net worth” 
is one which has given rise to some difficulties especially since if it is based 
on book net worth, the tax often would be levied on values no longer in 
existence. For instance, a corporation may carry an asset on its books at 
cost to it some ten or more years prior to the taxing date, although its actual 
value at the date as of which the return is made may be far less than its book 
cost. The Commission, if such a state of affairs is proven to its satisfaction, 
will make due allowance for such a situation. 


It must be understood, of course, that in computing the tax on any of 
the foregoing methods, except the minimum tax, income or capital stock is 
apportioned in and out of New York, in accordance with the location of the 
assets, or to use the correct term, the segregation of the assets within and 
without the State. In the case of a domestic corporation having no regular 
place of business outside of the State, or in the case of a foreign corporation 
having only a statutory office outside of the State, no segregation may be 
made, for obvious reasons. Where the tax is to be based upon the corpora- 
tion’s entire net income or on the “salary method,” the segregation is based 
on the proportion which the real estate, tangible personal property, accounts 
receivable, and stocks of other corporations located within the State bear to 
the real estate, tangible personal property, accounts receivable, and stocks of 
other corporations wherever located. The stocks of ,other corporations are 
segregated to the State in the same ratio as the assets held by those particu- 
lar corporations within the State bear to their total assets wherever located. 
Where the tax is based on the capital stock of a corporation, then in addition 
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to the assets considered for the purpose of apportioning net income, there are 
also taken into account the cash, bonds receivable and loans receivable of the 
corporation ; in effect such assets are also segregated within and without the 
State, depending on their location. 

In the field of taxes affecting the individual, we find that New York since 
January 1, 1919, has been levying an income tax. In many respects it fol- 
lows the Federal law. For instance, partnerships are not taxed as such, but 
the distributive share of the partnership income is income of the respective 
partners. So, too, in the case of estates and trusts, the procedure is similar to 
that under the Federal law. Noteworthy exceptions are that revocable trusts 
are not recognized as distinguished from irrevocable trusts, so that the income 
irom a revocable trust is not taxable to the donor, but to the beneficiaries or 
the trust itself, as the case may be. A further distinction is made in the case 
of resident and nonresident estates and trusts. The place of residence of the 
decedent at the time of his death determines whether the estate or any trust 
created by his will is a resident or nonresident estate or trust and, therefore, 
whether it is subject to the filing of a return and payment of a tax on income 
belonging to the estate or trust. In the case of trusts, generally speaking, 
the residence of the creator of the trust at the time it is created Cetepanines 
whether or not the trust is a resident or nonresident trust. 


Resident Individual Must Report All Income 


As to individuals, they are divided into two classes, residents and non- 
residents. Any one domiciled within the State, or who lives within the State 
for more than seven months of the taxable year, is deemed a resident and is 
taxable on his entire income from all sources. Here too the Federal law is 
very closely followed and the resident individual must report all his income 
no matter where it is earned. For the purpose of the normal tax, except as 
later explained, losses on the sale of capital assets are deductible in full. 
Another important exception, however, is that income from real estate located 
outside of the State of New York is not taxable to a resident, but he may not 
deduct taxes, interest or other expenses connected with the earning of such 
income. Income from the sale of real estate, however, no matter where the 
real estate may be located, is taxable to the resident. The rates of tax are 
graduated ; two per cent on the first $10,000, four per cent on the next $40,000 
and six per cent on the remainder. For returns due in 1936 the rates will be 
higher and broken up into a greater number of brackets. 

Beginning with 1933 there has also been in effect a so-called emergency 
tax of one per cent, which is based on the entire net income of the individual 
as determined under the regular provisions of the New York income tax law, 
but without consideration of gain or loss on the sale of real estate and per- 
sonal property not connected with the taxpayer’s trade or business. This 
emergency tax is payable in addition to the regular tax. 

Nonresidents, of course, are taxable only on income from sources within 
the State. Generally this includes salaries and wages for work done within 
the State and income derived from real property located within New York 
and from the sale of real estate located within New York. Deductions are 
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limited to those applicable to income from within the State, taxes paid within 
the State, contributions made to New York charities, etc. In neither the case 
of a resident nor a nonresident is a deduction allowed for any type of income 
tax paid. The exemptions which are allowed are the same as those permitted 
by the Federal government to be deducted and they may be applied to the 
net income as determined under both the normal tax and emergency tax 
provisions. 

Another innovation made in the personal income tax law, beginning with 
1934, was with respect to the normal tax, and that is that the normal tax may 
not be less than two per cent of the net income computed, without reference 
to gains or losses on the sale of real and personal property not connected with 
the taxpayer’s trade or business. 


Tax on Unincorporated Business 


For 1935 only and in the case of fiscal years for those ending in 1936, 
there has been enacted a so-called ‘‘unincorporated business tax.” This tax 
is in effect an income tax and is in addition to all other taxes levied by the 
State. It applies to any unincorporated business exclusive of law, medicine, 
dentistry, architecture and «rain other professions. The rate of tax is four 
per cent and the net income jun which it is based is similar in most respects 
to net income as determined under the income tax law. Deductions, how- 
ever, are allowed in a reasonable amount for services rendered by the indi- 
vidual proprietor or member of the partnership conducting the businéss, if he 
be actively engaged in its conduct. There are certain limitations provided as 
to the amount which may be deducted for the services of the individual or 
member of the partnership, one of these being that in no case may more 
than $5,000 be claimed as a deduction for the services of any one such person. 
A specific exemption of $5,000 is also deductible and the income is to be 
allocated to the State, either on the basis of the actual New York income if 
the books of the unincorporated business are so kept as to fairly reflect it, and 
provided also that the method of so determining New York income is ap- 
proved by the Commission, or if the books are not kept so that New York 
income may be readily determined, then the income is to be allocated on the 
basis of the ratio of so-called New York factors to total factors. Regarding 
what is to be included in these factors it is sufficient for the purposes of this 
article to state that the method of apportionment is different from that used 
in apportioning income for franchise tax purposes. 


There are many other interesting features of this law. I might mention 
that the Legislature has left it to the Commission to sét the time for the 
filing of returns, with the proviso that in the case of calendar year returns, 
the due date shall not be set before April 15, 1936 or later than May 15, 1936. 
Similarly, in the case of fiscal year returns, the due date may not be set 
earlier than three and a half months after the close of the fiscal year, nor 
more than four and a half months thereafter. 


In this article I have presented only a bare outline of a small part of 
New York taxes. I have covered some of the salient features of our New 
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York tax laws, and I trust that I have presented a sufficiently clear, although 
sketchy, picture to show some of the major tax problems that individuals and 
corporations living and doing business in the State have to meet. 

As in every other state, New York’s increasing need for revenue will 
undoubtedly lead to higher rates of taxes, new kinds of taxes and probably at 
no distant date, to a complete new system of taxation. Whatever form the 
system may take, New York can be proud of the man who heads the adminis- 
tration of its tax department and all accountants realize that the proper admin- 
istration of these laws may be at least as important as the system of taxation 


itself. 


Presented at the Four-State Conference of Certified Public Accountants at Atlantic City on April 12, 1935. 
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Principles of Inventory Valuation 
By Mavrice E. Peioussr, C. P. A. 


HE two principal problems in the preparation of accounts for the owners 

or managers of an enterprise are the distinction between capital and 
revenue and the ascertainment of profits or losses for fixed, recurring periods. 

In the case of an individual in the shipping business with one ship only 
under charter, neither of these problems would arise. All expenses would be 
in connection with one particular voyage and all receipts would also be 
attributable to the particular voyage. No capital other than working capital 
to the extent of the requirements for one voyage would be needed and the 
exact profit or loss could be determined at the end of each voyage. There 
would be no difference between cash income and income on an accrual or 
any other basis. The reason for this is that each voyage would be considered 
as one large transaction and each of these transactions would be completed 
before another could begin. 

There are, of course, very few undertakings which would present condi- 
tions at all like this. The usual enterprise is a complex of a vast number of 
interdependent transactions and at any particular moment some of these may 
be barely started, some partially completed and others practically finished 
except for payments or the satisfaction of some formal requirements. In 
practically no business is there any period when all transactions are com- 
pleted and none are partly finished or just being entered into, althéugh, of 
course, almost eve: » type of enterprise has some period when there is a pre- 
ponderance of closed-transactions as against those partially completed or just 
being entered into, the close of what is generally referred to as the “natural 
business year.” 

If we could wait until an enterprise was completed and wound up it 
would be an easy thing to determine profits, as all that would be necessary 
would be to deduct the original capital from the funds on hand and the 
remainder would be the actual earnings of the business, but stockholders will 
not wait indefinitely for dividends, interest must be paid and the claims of 
government for taxes must be met. 

It is, therefore, necessary to divide the transactions of the business into 
different and uniform periods of time—usually months and years. The 
instrument by which this arbitrary but unescapable division is accomplished 
is the inventory. 


Complexities of Business Compared to Mangrove Swamp 


I do not know how many of you have ever seen a mangrove swamp, but 
this seems to me with its thick growth of roots and branches, closely inter- 
laced and wound together, very much like the condition of the ordinary 
business of any size with its vast number of intertwined and interdependent 
transactions. If we were required to divide a mangrove swamp into sections, 
say, one hundred yards square, we would not attempt to do this by separating 
all the roots in a section and following out their branches in order to get 
all the branches that belonged to those roots into our hundred-yard square. 
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What we would do would be to cut through branches and roots indiscrimi- 
nately, on straight lines leaving on the far side branches which belonged to 
the roots on the near side and leaving on the near side the branches which 
belonged to roots on the far side. In other words, we would make a clean 
cut-off rather than an attempt to follow through the twisted mass of branches 
and fibres belonging to the roots of each area. 

The complex activities of the average business may well be likened to a 
mangrove swamp, the basic transactions being the roots and the subsidiary 
ones involved in their completion being the branches and fibres and the 
inventory may be thought of as a sharp knife or saw which cuts through the 
tangled mass giving us a division of the activities of the business into regular 
periods of time. 

It will thus be seen that the sole purpose of the inventory is not to 
determine the value of the goods or merchandise on hand, but it is largely 
to enable the enterprise to determine gains or losses jor a particular period 
of time. In other words, it is a method of stating the results of completed 
transactions and of eliminating the results of uncompleted transactions. This 
elimination is made on the assumption that we will make no profit from the 
inventory on hand and that we will provide for any losses known or reason- 
ably to be anticipated. However, the use of the inventory to determine profits 
is essentially a means of eliminating the future results of partially completed 
transactions. If a company’s inventories consist of supplies, raw materials, 
goods in process and finished goods the supplies represent a purchase which 
is the beginning of a cycle which involves the use of the supplies in the 
operation of the machinery and the recovery from the customer in the selling 
price of the product of the value of the supply consumed. The raw material 
also represents a purchase and the cycle here is somewhat shorter, as the 
value of the raw material is recovered directly in the price of the product. 
The same cycle is still more shortened, or we may say the transaction is nearer 
completion, in the case of goods in process and finished goods. All this, of 
course, is on the basis of a going concern, that is, on the assumption that the 
company will continue in business until the inventory is exhausted or 
replaced. Apart from cases where liquidation is contemplated this is the only 
possible attitude to take towards inventories; that they will be consumed in 
the ordinary course of business and that their value will be recovered from 
the customer in the sales price of the product. The problems of liquidation 
of inventories do not concern us here, as they are similar to those involved 
in any other species of liquidation. 

If it be true that the prime purpose of the inventory is to determine 


| profits or losses for regular periods determined, from the point of view of 
_ the enterprise, on a somewhat artificial time basis it is obvious that, for all 


_ practical purposes, the determination of the monetary amount of the inven- 


tory is one of the most debatable and important features in the ascertainment 
of profits or losses. 
Factors in Determining Monetary Value of Inventory 
Correct determination of the monetary amount of the inventory depends 
on a number of factors, principally: 


| 


A correct statement of physical quantities. ~ 
A correct statement of condition, both physical and as to salability. 
A correct determination of ownership or title. 


A correct method of valuation and its correct application. 


No one of these is more or less important than the other, but the prin- 
ciples which govern them are not equally difficult to determine. No one will 
raise any question of principle as to the ascertainment of correct quantities. 
The methods by which this is accomplished may be many. Various systems 
of determining physical quantities are used: count of each item, weight, 
counts of packages or containers, calculation of contents of bins, stock piles 
or tanks, determination of content by chemical analysis, perpetual book inven- 
tories and many others, but it is generally quite clear in each case what 
method is indicated and there is no doubt that in every case it is desirable to 
have exact and reliable statements of quantity and any deviation from this 
is merely a practical concession to expediency. It is obvious that those most 
capable of determining quantities, engineers or company officials, and those 
in similar positions, should take responsibility for physical quantities. 

There would also seem to be little controversy as to the requirement that 
the condition of the merchandise should be stated and that proper allowance 
for condition should be made by those technically qualified so to do. Here 
again there is little scope for the accountant and much for the engineer or 
expert in the specific industry. ° 

The determination of ownership or title is generally a matter of records. 
The principles involved are almost entirely legal and I do not think there is 
any great difference of opinion as to what these principles are, although there 
may be considerable difficulty at times in their detailed application. 

When we come to the fourth essential requiring the valuation of the 
inventories we are entering the field of accounting. On this point there is a 
considerable difference of opinion and practice, even in the same trades and 
industries. Inventory valuation in a manufacturing or trading enterprise is 
the principal factor in the determination of profits. It is more variable than 
any of the others and is much more likely to be colored by the ideas and. 
wishes of the proprietors of the business or their advisers. There was a time, 
I believe, when it was generally thought that one or two simple principles 
would suffice for the determination of the monetary amount of any inventory 
and that if these were followed conscientiously results would of necessity 
be substantially correct. Chief among these few simple principles was “cost 
or market, whichever is lower.” It was never contended that this principle 
was strictly logical, but it was thought to be practical and conservative. 

So far as the balance sheet or a cumulative total of income is concerned 
there is no doubt that it does have the effect of understating rather than over- 
stating the inventory, but the effect on the income account for a single year 
may be precisely the opposite. If during a period of falling prices an industry 
is so unfortunate as to have costs which are higher than the sales price of its 
product at the end of any period, the application of the lower of cost or 
market method will result in a balance sheet inventory which is stated con- 
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servatively and in a profit for the period which is on the low side. However, 
the effect of the “conservative” inventory on the showing for the next period, 
when prices may be rising, will be to inflate the income as, of course, the low 
priced inventory will be applied to sales made at rising prices. Conservatism 
in the income account over a number of periods is not possible by the use 
oi the “first-in, first-out” method at the lower of cost or market. The profits 
are arbitrarily thrown.from one period to another as prices rise or fall with 
little or no reference to actual operations. 


Effects of Other Methods of Valuation Considered 


It was thought by many that an exact cost basis was more correct than 
cost or market and this does have the effect of avoiding violent arbitrary 
transfers of profit from one period to another caused by market fluctuations. 
In many industries, however, it does not reflect current operations, but shows 
the result of the business on the basis of operations three or six months 
previous to the date of the accounts depending on the period of time taken 
by the process of manufacture. In the case of long periods of greatly cur- 
tailed operations the effect of current changes in conditions may be obscured 
for a year or more. 

As the effects of these simple and somewhat crude methods began to be 
more and more apparent, particularly in the case of industries where the 
materials and products fluctuated violently in price, or where very large 
inventories were required to be carried constantly or for long periods and 
when it gradually became apparent to those responsible for the accounts of 
such enterprises that the old methods were not applicable to their particular 
industry and did not invariably produce correct results, the conclusion was 
reached gradually that the problems of each particular type of enterprise or 
industry were different and that they should each be considered on their own 
merits. 

Inquiry and experiment have been going on for some years and we can, 
I think, summarize the results as to the principal methods in use, other than 
“cost or market” or “cost” on a “first-in, first-out” basis about as follows: 


The “Retail Method” of Valuation 


Malcolm P. McNair in “The Retail Method of Inventory,” in discussing 
the origin of this method, says: 


“It does not appear that this method originated in any one store 
and thence spread to other stores; but rather that development took 
place independently in different localities since it is a natural short-cut 
that might readily occur to anyone engaged in merchandise accounting 
work. It is nevertheless true that the retail method is in large measure 
a logical culmination of certain tendencies that have developed in retail 
store management during the period since about 1900.” 


The essence of this method is the valuation of the merchandise held 
by the store at its salable value less the “mark-up” percentage. It is clear 
that if a buyer purchases one hundred coats at thirty dollars each to sell 
at forty dollars in the autumn of 1934, and has ten left at December 31, 1934, 


he cannot value them at forty dollars less 25 per cent, his mark-up per- 
centage. He may not be able to sell the left-over garments for more than 
twenty-five dollars due to the season and to more advanced styles being in 
the market. He will then value the coats at $18.75, being 75 per cent of 
twenty-five dollars. The loss of $112.50 on the ten coats remaining is a 
cost of selling the ninety disposed of and is automatically charged to the 
department in the period ending December 31, 1934, if the inventory is 
valued by the retail method. 

One of the most important costs in merchandising is that of keeping | 
stocks fresh, up-to-date and complete. The cost of this is most accurately 
measured by the loss on the goods not sold at the price or within the time 
originally contemplated. This loss is just as much a cost of operation as — 
is the rent, light, and heat of the store and should be charged within the 
period. The retail method, that is inventorying at selling price and deduct- 
ing the percentage of “mark-up”, accomplishes this automatically as the 
percentage is taken on selling price and has no relation to cost. 


Some Comments on Retail Method 


Under the retail method the inventory is a current asset from any point 
of view as the goods actually pass out of the inventory and are replaced by 
different merchandise. The asset is circulating in its nature and must be 
liquidated and replaced within a comparatively short time. Where it*applies 
this method produces results as nearly correct as possible both for balance 
sheet purposes and for determination of income. 


This method is expressly permitted by the U. S. Treasury Department. 
Regulations 86, under article 22(c)—8, state that so long as the use of the 
method is designated upon the return, accurate accounts are kept, and the 
method is consistently adhered to, it will be permitted. This method is de- 
scribed as: 


“Under this method the total of the retail selling prices of the goods 
on hand at the end of the year in each department or of each class of 
goods is reduced to approximate cost by deducting therefrom an amount 
which bears the same ratio to such total as—— 


(a) the total of the retail selling prices of the goods included in the 
opening inventory plus the retail selling prices of the goods purchased 
during the year, with proper adjustment to such selling prices for all 
mark-ups and mark-downs, less 


(b) the cost of the goods included in the opening inventory plus 
the cost of the goods purchased during the year, bears to (a). 

This amount should represent as accurately as may be the amounts 
added to the cost price of the goods to cover selling and other expenses 
of doing business and for the margin of profit. 

A taxpayer maintaining more than one department in his store or 
dealing in classes of goods carrying different percentages of gross profit 
should not use a percentage of profit based upon an average of his entire 
business, but should compute and use in valuing his inventory the proper 
percentages for the respective departments or classes of goods.” 


Method of Normal Stocks at Fixed Prices 

So far as I have been able to determine this method was first adopted 
_ many years ago in the metal trades in the British Isles. It had been a trade 
custom for a long time, possibly originating as early as the middle of the 
19th century. It was, I am told, a well-recognized method of taking in- 
ventory in South Wales before the beginning of the present century but 
nothing authoritative, so far as I have been able to discover, had been written 
on it previous to the year 1917. In that year the question of inventories in 
the British metal trades became acute, particularly in matters of taxation. 
All companies were liable to excess profits duty at high rates and special 
taxes were assessed against those companies under direct supervision of the 
Ministry of Munitions, which were known as “controlled establishments.” 
Prices of raw materials were rising rapidly and those of metals were among 
the highest. The owners of “controlled establishments” were quite recon- 
ciled to the payment of taxes at the higher rates then imposed but they 
did not wish to suffer heavy losses on the prospective decline in inventory 
values which they rightly foresaw would occur at the close of hostilities. 
The Association of Controlled Owners, therefore, presented their case to 
the Board of Inland Revenue on June 8, 1917, requesting that a modification 
be made in the general principle that in in determining excess profits and 
munitions duties materials should be valued at cost or market price, which- 
ever was lower. 

The Board appointed a committee composed of eminent chartered ac- 
countants; A. Lowes Dickinson, F. L. Fisher, F. N. Keen, L. Maltby, and 
R. H. Stainforth, which reported in part: 


“We consider that there is only one sound general principle of valu- 
ing stocks for the purposes of these acts, and that is: 

That all stocks of every sort or kind be valued at the end of every 
accounting period on the basis of cost price-or market value, whichever 
is the lower. This principle rests upon the theory: (which is perfectly 
sound) that profits can only be realized by the sale of commodities, and 
that no profits can arise by mere increases of value, unaccompanied by a 
sale. To follow this out consistently, stocks, therefore, should be carried 
at their cost price until they are sold and the profit is ascertained. Where, 
however, the market price is lower than the cost, a precautionary reserve 
is permissible for the difference between the cost and the market value. 

We are of the opinion that this principle should be adopted through- 
out in determining profits, whether for the purpose of munitions levy, 
or excess profits duty, with, however, the following qualification : 

In certain base-metal manufacturing trades, such as copper, pig iron, 
lead, spelter, etc., it has been the custom for a long period in the past to 
adopt what is known as a ‘base value’ for part of these materials, on the 
theory that it is necessary for the undertakings using them to keep a 
reserve stock to protect themselves against results of strikes and adverse 
fluctuations in market value, etc., and for this purpose they have adopted 
a value which represents what may be called a minimum cost for a 
series of years for a minimum quantity; in theory, keeping this minimum 
quantity untouched, and unused, although in practice no actual reserve 
stock may be kept which could be identified at any time; any excess 
over this amount is valued at cost or market value, whichever is the 
lower. 


It appears to have been the practice of the Inland Revenue to admit 
for income tax purposes, stock valuations of this character in the case of 
base metals, provided that it is the general custom of the particular trade, 
and has also been the practice in the individual case, and it will be diffi- 
cult now to disturb this practice. The conditions, however, during the 
war period are so abnormal, and the effect upon excess profits duty and 
munitions levy of this practice is so important, that a modification thereto 
would seem to be necessary. The prices of these base metals have risen 
continuously and to levels which have hardly been known in the past. 
If an owner adopting this method of valuation is allowed to continue 
it throughout the period to which excess profits duty applies, he will, 
in effect, be making an increasingly large reserve during each year of 
rising prices to the extent of the increase in the cost price of the base 
stock, which may have been used and replaced during that year, and 
will as a result, pay considerably less excess profits duty than would 
be paid by an exactly similar concern which values its stock on the 
usual basis of cost or market. 

We think that in cases where base stock valuations are accepted, 
the same reserve (i. e., amount sterling) should be permitted at the close 
of the last period of assessment as at the beginning of the first period 
of assessment, viz., an amount equivalent to the margin between the 
base price and the market price on the minimum quantity at the be- 
ginning of the first period of assessment. In effect this will mean those 
concerns in which the base price has been admitted in the past will, 
during the accounting period, be put back on to a cost or market price 
basis, and will be on par with other concerns which have throughout 
valued on that basis.” 


Analyzes Opinion of British Accountants 
This opinion is very interesting on several counts. First, it establishes 
that the carrying of normal stocks at fixed prices was a method not only 
well recognized in certain British industries, but it was recognized by the 
British revenue authorities as well for tax purposes; second, that the Com- 
mittee of chartered accountants proposed to depart from this method only 
in the special circumstances of the war; third, that they proposed, in effect, 


to make concessions which would put the manufacturer back in substantially ~ 


the position he was previous to the war or to control by the Ministry of 
Munitions; and fourth, they assumed the Board of Inland Revenue would, 
aiter the close of the period of assessment for excess profits duty and muni- 
tions levy, revert to their previous method of assessment on the basis of fixed 
stocks at normal prices. 

The Committee of Accountants presumably relied on a decision handed 
down some years before in the House of Lords, which stated in effect that 
the Board of Inland Revenue was correct in assessing income tax on the 
basis of inventory valuations, which were accepted by a substantial portion 
of an industry as being correct and reflecting the true income of a period. 
The United States Treasury Department takes the same position in principle 
but does not always carry it out in practice. The Revenue Act of 1934, 
section 22-c states that “inventories shall be taken by such taxpayer upon 
such basis as the commissioner, with the approval of the secretary, may 
prescribe as conforming as nearly as may be to the best accounting practice 
in the trade or business and as most clearly reflecting the income.” The 
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regulations, however, mention specifically several practices in connection 
with inventory valuation which are not recognized. Of the five methods not 
recognized, three are obviously incorrect, but one of the other two is “using 
a constant price or nominal value for so-called normal quantity of materials 
or goods in stock.” The exclusion of this method, which is supported by 
good accounting theory and practice, would seem to deny by a regulation a 
right given the taxpayer by law. 

In this country, the use of this method, while not widespread, has been 
adopted by a number of representative firms, chief of which are the National 
Lead Company, which adopted this practice in the year 1913, the American 
Smelting & Refining Company and Anaconda Wire and Cable Company. 

The United States Smelting, Refining and Mining Company prepare 
their accounts on a basis substantially equivalent to normal stocks at fixed 
prices. In their report for the year ended December 31, 1934, they state: 
“In conformity with our established practice all unsold metals are carried 
at prices prevailing at the time of their production or at market prices at 
the end of the year, whichever are lower.” The effect of this method would 
appear to be substantially that produced by the use of normal stocks with 
the proviso that the value of normal stocks is to be adjusted to market when- 
ever this falls below the fixed price. 


Board Cites Instances When Inventory is Like Capital Asset 


The method of carrying normal stocks at fixed prices seems peculiarly 
adapted to certain types of business using basic raw materials. This is well 
put in the memorandum of the Association of Controlled Owners referred 
to above: 

“Where ‘a raw material’ must in ‘a manufacturing process’ neces- 
sarily be ‘kept to a constant level’, the Board ‘will consider a claim’ that 
such amount of material ‘is akin to a capital asset, like plant, which has 
been exceptionally depreciated (by depletion) or of which the renewal 
has been postponed.’” 

The statement that any inventory at all is akin to a fixed asset sounds 
rather startling to those of us accustomed to thinking in terms of the con- 
ventional grouping of assets but we should remember that to a large extent 
this grouping is no more than conventional. Broadly speaking the assets 
employed in the conduct of an enterprise are “fixed” or “circulating.” This 
is the basis of our balance sheet classification but the assets are sometimes 
grouped with reference to time of realization as well as to their inherent 
nature. The present tendency seems to be to emphasize this “time” group- 
ing rather than a grouping according to the nature of the asset. This is 
exemplified in the attitude of the Securities and Exchange Commission, as, 
under their definition current assets are for all practical purposes, cash, 
marketable securities, accounts and notes receivable, inventories, and noth- 
ing else. These are all supposed to be realizable within a year, but I think 
the inclusion of inventories in the group of current assets on this basis is 
largely a convention. This is particularly true in the case of industries to 
which the normal stock system is applicable. In some cases the inven- 
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tories are realized neither physically nor financially and in other cases they 
may be converted and replaced physically but the investment in and quantity 
of identical material remains the same. It is difficult to maintain logically 
that an inventory which cannot be sold or realized upon until the business 


is finally wound up and which should, therefore, be valued at the same 
price from year to year, is a current asset and the inclusion of such inven-_ 


tories in current assets is the result, partly of the difficulty of distinguishing 
between the normal amount of the inventory and the excess and partly be- 
cause it is the custom to include inventories in current assets. 

The Texas Gulf Sulphur Company in their comparative balance sheet 
for December 31, 1933 and 1934 recognize that inventories may not be cur- 
rent assets. The company’s inventory of sulphur above ground amounted 
to some $13,500,000. The gross revenue from sales of sulphur during the 
year amounted to $16,700,000. As the company realized a net income of 
nearly $7,000,000 for the year, it is obvious that the inventories of sulphur 
must have been equal to substantially more than a year’s sales. Inventories 
are classified as working and trading assets presumably on the ground that, 


while they do to some extent turn over, the investment is so large and of | 


such a permanent nature as investment, though not necessarily kept physi- 
cally intact, that they can hardly be grouped among current assets when 
the time factor is considered to be controlling. 

Over a long period total net profits will be the same whether inven- 
tories are carried at fixed prices or periodically revalued but unlesé profits 
are made in every period total profits and total losses will each be greater 
under the periodical revaluation of fixed inventories than under the system 
of normal stocks at fixed prices. The profits shown under normal stocks 
will also approximate quite closely the cash results of the business, while 
under periodical revaluation the profits will be in excess of cash realiza- 
tion and losses will show in a greater amount than that by which cash is 
depleted. Several undesirable results flow from the method of periodical 
revaluation: stockholders see large profits made by marking up inventories 
and demand dividends and if their demands are met the financial position 
of the company is impaired because the cash results of the business are not 
as favorable as the book figures, while taxes based on profits are, of course, 
greater than those which would be shown under the normal stock method. 

There have been a number of analyses of companies operating under 
the normal stock basis which bear out these statements and, in fact, any 
one can construct examples for himself which will show this clearly. As 
stated previously the British Board of Inland Revenue admit this method 
for ordinary income tax purposes. 


Care Needed in Selecting Price to Carry Normal Stock 

While theoretically the prices at which normal stocks are carried is of 
little importance, practically it is a problem which must be handled care- 
fully. The ideal price for a normal stock is either the price at the time the 
company started in business or the lowest possible price to which the mater- 
ial could fall. The application of the first price is generally impractical and 
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the second is difficult, as we all know how many times in the last few 
years prices have descended to depths seemingly impossible. In any event, 
it is the part of wisdom to set prices on normal stocks at a very low figure. 
Whether the figure is low or high, it can have no effect on income, but no 
matter what the theoretical arguments may be for maintaining a high 
price for a fixed inventory, practically a company is forced to reduce such 
a price to an approximation to market. This entails undesirable adjustments 
to surplus and should be avoided if possible. 

The position of our own Treasury Department on this question is some- 
what like that of the King in Frank Stockton’s story who “when a young man, 
had so many sentiments of different kinds, and he mingled them up so much, 
that no one could ever tell exactly what he thought on a particular subject.” 


The Department in regulations 86, article 22 (c)—2, states that, “among 
methods sometimes used in taking or valuing inventories not in accord with 
these regulations is included ‘using a consistent price or normal value or 
so-called normal quantity of materials or goods in stock.’ ” 

A leading case on this seems to be Lucas v. The Kansas City Structural 
Steel Co. The commissioner lost in the lower courts but in an opinion de- 
livered by Justice Brandeis the Supreme Court decided in favor of the 
Commission. The opinion states in part: 

“The Federal income tax system is based upon an annual accounting 
period, This requires that gains or losses be accounted for in the year 
in which they are realized. The purpose of the inventories is to assign 
to each period its profits and losses. In years of rising prices, the ‘base 
stock’ method causes an understatement of income; for it disregards 
the gains actually realized through liquidation of low price stock on 
a high price market. In times of falling prices, it causes an overstate- 
ment of income; for it ignores the losses which result from the con- 
sumption of high price stock. This method may, like many reserves 
which business men set up on their books for their own purposes, serve 
to equalize the results of operations during a series of years. But it is 
inconsistent with the annual accounting required by Congress for in- 
come tax purposes. It results in offsetting an inventory gain of one 
year against an inventory loss of another, obscures the true gain or loss 
of the tax year, and thus misrepresents the facts. It does not conform 
with the general or best accounting methods and is apparently ob- 
one... 

It is possible that a weak or incomplete presentation of the case may 
have been responsible for the opinion handed down by Justice Brandeis, 
but it does not seem to have those qualities of care and clarity of state- 
ment to which we are accustomed in his decisions. There is no doubt that 
this decision does result in extracting from the taxpayer the largest possible 
tax, but it is not equally clear that it results in the payment of tax on a 
true realized income. We can hardly agree with the statement that the 
method is obsolete in view of the wide interest shown in this method at the 
present time and which has been exhibted for some years past. This case 
was decid :d April 14, 1930. 
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Results of Normal Stock Method Called Sound 


Another case before the Court of Claims, decided June 3, 1929, was that 
of the Chicago Frog & Switch Co. v. the United States. Here again the 
attitude of Judge Green, who delivered the opinion, seemed to be that the 
method which produced the greatest tax was the most correct, as the follow- 
ing indicates: 

“There is nothing in the evidence to show that the method adopted | 
by plaintiff clearly reflected its income for the year in question or that | 
it was in accordance with good accounting. It may have been sound | 
financial management, as it was quite conservative in its credits. Sound | 
management is probably always conservative, but questions of man- 
agement and questions of taxation should not be confused. 
Judge Green admitted that the results of the normal stock method on 

sound and conservative, stating quite plainly that sound management and 
taxation were not always synonymous. Further comment on this would 
be superfluous. aj 

In the American Can Co., The Detroit Can Co., and The Missouri Can | 
Co. v. the United States, decided in the Circuit Court of Appeals in 1929, 
the court took the very interesting position that while the use of a base 
stock did not clearly and properly reflect income according to the methods © 
approved by the Treasury Department, the results obtained by the use of ae 
normal stock at fixed prices were so close to the results as shown by a cash 
receipts and disbursements basis that it was to that basis which the com- 
missioner should change rather than to a basis of periodically revaluing in- | 
ventories. 

In each of these three cases the taxpayer was a manufacturing concern 
which purchased its raw material in a semi-finished state. Whether the 
decision would have been the same in the case of a primary producer of 
raw material, such as a miner or refiner of non-ferrous metals, is open to 
doubt. In a case of this sort, it could be definitely established that metal, 
equivalent to the production for the period of the refining process, can never 
be sold so long as the taxpayer continues in business, —a case which seems 
to be clearer than that of a normal stock of a semi-finished raw material, 
although the principle is the same in each case. 

While the Treasury Department has successfully contended in the courts 
that there is no merit in the system of normal stocks at fixed prices, it does 
not seem quite happy in its success and does not seem to have quite as much 
faith in its own contentions as had the judges before whom the cases were 
argued, This attitude of dubiety is well expressed in the regulations issued 
by the Treasury Department governing the purchase of newly-mined silver. 


Existence of Normal Stocks Recognized by Governmental Body 


The Treasury Department recognized the existence of normal stocks 
immediately after the proclamation of the President, December 21, 1933, 
under which newly-mined domestic silver was given a value of 64% cents, 
now increased to 71 cents per ounce as compared with a much lower open 
market price, as the Department, in the issuance of its regulations covering 
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this item, recognized the factor of fixed inventory by permitting the im- 
mediate substitution for the newly-mined silver of any silver which came 
out of the refinery, so that any silver thus available in a refined form, when 
accompanied by miners’ affidavits showing the origin of domestic silver 
mined after that date, became available immediately for delivery to the 
Government at the Government price even if physically it would have been 
utterly impossible for it to have gone through the various processes of mill- 
ing, smelting and refining. 

Later on, as of August 9, 1934, the President by proclamation national- 
ized all silver in the United States on that date and fixed a limit of time 
as of November 7, 1934, for delivery of such silver to the Treasury Depart- 
ment at a net price of 50.01 cents per ounce. By a literal interpretation 
of this regulation producers who had in their fixed inventories at mills, 
smelting and refining plants, large quantities of silver which actually rep- 
resented a part of the first silver ever put into those plants, and which was 
physically absorbed in the beddings, furnace bottoms, and elsewhere in the 
plant, and could not possibly be converted into metallic silver without an 
actual dismantling of the plants and the mining and excavation of furnace 
bottoms — would thus be compelled to sell to the Government at 50.01 cents 
per ounce silver which not only could not be produced but which could not 
be purchased by the company owning the silver except by going on the 
open market and buying an equal quantity of silver at whatever price it 
might be necessary to pay, but in any event greatly in excess of 50.01 cents 
per ounce. Recognizing this injustice, the Treasury Department, with the 
approval of the President, November 2, 1934, issued an executive order 
modifying executive order number 6814 which permanently exempted from 
sale and delivery to the Government all such silver which as of November 
7, 1934 remained in process and was incapable of delivery to the Govern- 
ment without the actual dismantling of plants or some similar action. It 
is difficult to see why a normal stock for purposes of determining the price 
at which newly-mined silver shall be purchased can be a correct and proper 
method of accounting and how it can be improper, obsolete and show in- 
correct results when applied to the income of, perhaps, the same company. 
Needless to say, I shall not try to answer this question but will leave it to 
the Treasury Department. 

Under the code of fair competition for the petroleum industry alloca- 
tions of production are made to the various states to be filled from current 
production based on agreed quotas and deliveries are permitted to be made 
against sales from stocks only under special conditions and subject to definite 
limits. While I admit that in this case it was not the Treasury Depart- 
ment which determined that sales should come from current production and 
that stocks should be used only when current production is exhausted, it 
is still true that one agency of the Government is accepting the principles 
of base or normal stocks while another branch of the Government is at 
one time denying this principle and at others admitting it. Similar pro- 
visions exist in other codes such as the copper code, where production quotas 
are assigned to the various producers. 
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Conflicting Governmental Regulations Offer Problems 
Under these codes the unfortunate producer is certainly in a most diffi- 
cult position. His code authority, operating under rules which have the 
force of law, tells him that he can sell from his beginning inventory either 
nothing at all or only certain specific amounts after his current production 
is exhausted. It would certainly seem reasonable for him to apply his 
current costs of production to his current sales, which he has been told 
by an outside authority, to which he has committed much of the manage- 
ment of his business, must be made from current production. However, 
if he does this he is told by the Treasury Department that no matter what 
he or his code authority demands, or no matter what the physical facts are, 
he has not delivered his current production, but he has delivered his sales 
from his beginning inventory to the extent to which that inventory will 
cover sales and that his beginning inventory price is the amount at which 
the sales should be costed. The Treasury Department says he cannot sell 
current production before selling stocks and the code authority says he can- 
not sell stocks before exhausting current production and each have regula- 
tions to back them up which have the force of law. 
I am sure I do not know the answer to this question, but it will prob- 
ably give some of our best judges an opportunity to exercise their talents 
to the utmost in the not-so-distant future. 


“Last-In, First-Out” Method ‘ 

Another method of arriving at substantially the same result as is ob- 
tained by the method of normal stocks at fixed prices is by the use of the 
so-called “last-in, first-out” method. The industries to which this method 
applies are of the same type and nature as those in which the use of normal 
stocks at fixed prices is indicated and this method rests on the same as- 
sumption, that is, that a company producing continuously a uniform and 
homogeneous product, generally a raw material, must maintain a fixed 
amount of inventory roughly proportional to the length of time required for 
processing and must sell its current production before stocks can be drawn 
on. The operation of this method compared to the normal stock and “first-in, 
first-out” at lower of cost or market is shown on the schedule attached. 

The schedule not only illustrates the principles in an elementary way, 
but several points are made clear, notably that the cost or market method 
accentuates both losses and profits which is undoubtedly the reason it is 
approved as a method of arriving at taxable profits, particularly when no 
provision is made in the law for the carrying forward of losses. The slight 
difference in total effect is seen in the increases in inventory over a five- 
year period which are within $1,000 of each other. The price of the closing 
inventory illustrates the tendency of the “last-in, first-out” method to approxi- 
mate, with some little lag, market prices and the first two tables also show 
how closely the resuits of the “last-in, first-out” and the normal stock method 
agree. 

It will be observed that in the “last-in, first-out” method there is a 
tendency to approach current costs for the inventory and the greater the 
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extent of withdrawals from inventory and subsequent replacements, the 
closer the approach to current prices. The effect on profits of “last-in, first- 
out” and the normal stock basis are practically the same. The “last-in, first- 
out” basis has a practical advantage over the normal stock method in being 
more nearly automatic in operation, particularly when normal stocks are 
temporarily drawn on and later replaced. Under the normal stock method, 
strictly carried out, rather complicated entries for reserves for inventory 
replacement would need to be made which, while quite correct from an ac- 
counting point of view, would be difficult to explain to stockholders or gov- 
ernment authorities. The “last-in, first-out” method is quite simple in its 
application as it involves merely the delivery of current production at cur- 
rent production cost and any deliveries from stocks at the average price of 
the stock then on hand. As a general rule, practical men responsible for the 
operations of an industry where this method is applicable are inclined to 
favor it as it shows immediately the result of changed operating or selling 
conditions. 

The Committee on Uniform Methods of Oil Accounting of the American 
Petroleum Institute have given much thought to inventory methods and 
while I believe that at one time they favored the adoption of the normal 
stock method, further study convinced them that the “last-in, first-out” 
method was the most practical for their industry. The natural disinclination 
to change and the adverse attitude of the Treasury Department have so 
far prevented the use of this method in the published accounts of many of 
the larger oil companies. 


Oil Industry Favors “Last-In, First-Out” 


However, one large oil company, the Consolidated Oil Corporation, 
which has gross assets of $334,000,000 has adopted this method in their ac- 
counts for the year ended December 31, 1934. In a note added to the balance 
sheet they state “the inventory method used by the corporation is the same 
as in previous years and is based on the principle of ‘last-in, first-out.’” 
The accounts of some of the other large oil companies are expressed as being 
at cost which is less than market. It is obvious that this description could 
cover the “last-in, first-out” method as the inventory under that method 
could properly be described as at cost and not necessarily be current cost. 
Few inventories, particularly in times of decreased production, are calcu- 
lated at exact current costs and the carrying of inventory at some normal 
or average cost could quite correctly be described as “cost.” While this 
method has not been widely adopted as a declared basis for published ac- 
counts, there seems little doubt that the best accounting thought in the oil 
industry favors this method and its more extended use may be confidently 
anticipated. This method is used to some extent in the non-ferrous metal 
industry as well, notably in the case of Anaconda Copper Mining Company. 
This is, in essence, the method used under the petroleum code in the alloca- 
tion of production quotas, sales being deemed to come from current produc- 
tion until the quota of current production is exhausted and thereafter from 
stocks. 
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The Treasury Department’s attitude towards this method of inventory 
valuation is even more vague and uncertain than their attitude towards 
normal stocks. It is quite probable that under the Department’s regula- 
tions as to inventories at cost that if a taxpayer could establish that cer- 
tain material was purchased to fill a certain contract he may be permitted 
to apply the cost of that material to that contract. Stated in this way, this 
appears to be a truism. If we have an inventory of material in process 
in the beginning of the year and if we have, say, ten orders in the year 
calling for the delivery of 10,000 units each and we make ten separate con- 
tracts for the purchase of raw materials specifically for those orders, it is 
difficult to see why the cost of those specific contracts applied to those 
specific orders is not cost from an income account and income tax point 
of view. At the same time, it is quite evident that so long as every sale 
is covered by an order to purchase material for the requirements of that 
sale the inventory of material in process will remain the same in quantity 
and value. It is true that there are not, perhaps, many industries where 
such a condition is possible but wherever such a condition exists this pro- 
cedure is worthy of serious consideration. 


Method of Value at Standard Cost 


Standard costs, while a new name, are an old thing. Many companies 
found themselves in much the same position as Moliere’s famous character 
who suddenly awoke to the fact that he had been speaking prose all his 
life. These companies had been using standard costs but did not know it. 
However, they were generally used for purposes of estimating and fixing 
selling prices while the so-called actual or historical costs were carried 
through the costs and accounting records. There are two views which may 
be taken of an inventory at cost. The first is that an inventory at cost 
represents a proportion of the total cost of a period held up to be applied 
against a future period. In other words, if 100,000 units were produced 
in a year and cost $1,000,000, and 10,000 were on hand, the cost of the 
10,000 was $100,000. This method is all very well in times of steady or 
rising prices and of steady or increasing production. It leads, however, 
to some very strange results in times of declining prices or production. 
The principal effect of such a method in a period of declining prices and 
production is to hold up in the inventory unduly large amounts of depre- 
ciation and overhead which, while they were incurred during the period of 
time the goods in the inventory were produced, really had little to do with 
the production of those specific goods but were rather costs arising from 
curtailed production or non-operating departments or processes. Two things 
became evident. First, that it was impossible to make customers pay for 
mistakes or misfortunes of management, and second, that extraordinary costs 
and expenses were expenses of the period in which they were incurred re- 
gardless of fluctuations in inventories. Perhaps the best answer to this 
problem is the application of standard costs to inventories. This method 
automatically prevents holding up undue amounts of overhead, depreciation, 
or other fixed expenses in the inventory and results in charging the extra- 
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ordinary costs to the period in which they occurred under the name of 
“unabsorbed overhead” or some similar title. 

This method is adapted particularly to manufacturing companies which 
have a large variety of products, mostly manufactured on special order or 
on orders which will not be repeated in exactly the same form. 

So far as I am able to see, this method conforms to the Treasury De- 
partment’s requirement for inventories at cost. It is obviously incorrect 
to inflate the profit or decrease the loss of any particular period by accu- 
mulated expenses carried forward under the guise of inventory. The tempta- 
tion to do this is perhaps stronger in industries where there are large 
quantities of material in process but even here standard costs of processing 
materials may generally be readily ascertained and should be used. 


Valuation of By-products Method 


By-product accounting is difficult at best but is perhaps most com- 
plicated in the valuation of inventories. As a rule, accurate costing of 
by-products in any satisfactory manner is impossible. In the packing 
industry, the packer buys a steer, a pig, or a sheep and pays a price for the 
animal based on its weight and to some extent on its condition. He cannot 
tell at the time of purchase how much he is paying for salable meat including 
tongue, kidneys, heart, liver and other edible parts of the animal or for hide, 
hair, hoofs, blood, bones, or for the other parts of the animal not suitable for 
human consumption or other use but eventually manufactured into fertilizer. 
It is obvious that the principal value of the animal is the salable meat 
products, but the only method of inventory which is at all possible is one 
based on the comparative selling prices of the different products. It is quite 
true that partial costs may be obtained on various by-products after they 
arrive at a condition where they may be processed separately but these costs, 
while of importance to the management, have little or no significance for 
inventory valuation. 

In the case of mineral products, ores mined containing for example, cop- 
per, silver and gold, with traces of some of the rarer metals of the platinum 
group have but one cost from the time the ore is broken in the mine until it 
reaches the electrolytic refining tanks. From that time forward the costs of 
refining the different metals can be segregated. However, no practical 
method of distributing costs to the various metals has ever been discovered 
and the customary method is to credit gold, silver and the rarer metals at 
market prices as a credit to the cost of the principal metal. 

These methods, distribution of costs proportionately to selling price over 
all products or carrying inventory at sales price and so describing it and the 
crediting of by-products at market to the principal product are the two 
methods of inventorying by-products generally used. If by-products are 
inventoried at market and the principal product is carried at cost we should 
make certain that corresponding credits have been made to the cost of the 
principal product. In other words, the total inventory cost of the principal 
product and the by-products should equal the gross cost. 
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While there may still be some industries where cost or market, which- 
ever is lower, on a “‘first-in, first-out” basis is still a satisfactory method, it 
will, I think, be seen after a discussion of the industries which are best served 
by the different methods described that there are few to which one of the 
more logical or exact methods will not apply. 


Inventory in Income Account and Balance Sheet 


So far inventory has been discussed primarily in relation to the determi- 
nation of income and this, I think, everyone will agree is the most important | 
aspect of the question. However, the balance sheet must not be forgotten. 
I do not know whether all will agree that an inventory which may be quite 
correct and proper for purposes of the income account may not be at all the 
right thing to include in the balance sheet. It is true that generally the two 
are represented by the same figure. However, we may quite properly provide: 
for future losses or contingencies after we have determined our current 
profits. Suppose, for instance, prices of raw materials dropped rapidly in 
January and February and the accounts were made up as of the end of 
December. The fact that prices dropped would not change the results for 
the previous year but it would be a factor which should be recognized, prob- 
ably by a reserve, created by a special charge to surplus. The inventory in 
the income account would be that on which the current income was deter- 
mined but the reserve would need to be applied on the balance sheet. If 
market prices declined to the extent that a fixed inventory were carried at 
prices above market, it would be quite proper to reserve for such a decline. 
This, I think, would be in the nature of a surplus charge as it would repre- 
sent a revaluation of what was to all intents and purposes a fixed asset and 
would have no bearing at all on current operating results. If such a reserve 
were made from current income it would not only distort the operations for 
the period but would provide a base for the much more undesirable upward © 
distortion when prices recovered. I think it may be taken as a general prin- 
ciple that if normal stocks partake of the nature of a fixed asset any adjust- 
ment to them should be treated as a surplus adjustment. It will thus be seen 
that while valuation is the main consideration in a balance sheet inventory, 
the correct statement of income is the purpose of the inventory in the income 
account. 

As I said in the beginning of this paper, the whole problem resolves 
itself not into the correct determination of profits over a long period, but into 
their correct apportionment between comparatively short periods. Like so 
many other things in accounting, we can never reach a result which we 
definitely know is absolutely right. We can, however, determine the prob- 
able extent and direction of our errors provided the assumptions on which 
we work are agreed to. If the reader of the accounts will not agree to our 
conventions and assumptions our accounts are valueless to him. If he expects 
a statement of income which will tell him how many dollars per share in 
dividends he may expect he will be disappointed. If he expects a balance 
sheet which will tell him the quick realizable value of the assets he will not 
find it out, but if he will remember that the income account shows what 


has been earned or lost in the period on the assumptions as to valuation of 
inventories and other assets which are currently accepted or which are speci- 
fically set forth, and that this income may have been retained as current 
assets, may have been distributed in dividends, or may have been reinvested 
in the business, all of which he may discover from a study of a properly 
drawn balance sheet and income account, he will get a fair idea of the general 
progress and condition of the company. 

The worst mistake the accountant can make is to promise too much in 
the nature of information beyond the strictly historical and the worst mistake 
the reader of the accounts can make is to assume that more than this has 
been given. 

These considerations apply particularly to inventories as they are gen- 
erally considered to be not only one of the most important but one of the 
most contentious items on the balance sheet. 


Presented at a mecting of the New York State Society of Certified Public Accountants held on April 22, 1935. 
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Announcing the New 


ALEXANDER 
PAYROLL TAX SERVICE 


cg complete information on the 4 Payroll Taxes 
imposed by the Federal Social Security Act and the 
New York State Unemployment Insurance Law. In this 
one volume loose-leaf Service you receive— 


1. The complete text of the Social Security Act, an- 
notated with official reports of House Ways and 
Means Committee, Senate Finance Committee, and 
Conference Committee showing what Congress in- 
tended this new law to mean. 

2. The complete text of the New York Unemploy- 

ment Insurance Law which is now in effect, indexed 

and arranged for quick reference. 

The Federal Law imposes 3 separate taxes on pay- 

rolls, two on employers, one on employees. The 

State law imposes another tax on employers. Each 

tax starts at 1% and increases to 3%. Exemptions, 

credits, deductions vary with each tax. Requires 
special records to be kept by employers. A simpli- 
fied editorial explanation in clear, non-technical 
language is provided in the Service. This tells you 
what the law means, how it affects employers and 
employees, what every employer should do to pro- 
tect his interests, avoid over-payments and_ losses. 

4. Complete reprints of all official tax Regulations 
issued by the Federal and State Governments under 
the Payroll Tax Laws, and prompt reports and ex- 
planations of amendments to the Regulations, new 
official rulings, decisions of the courts and Board 
of Tax Appeals. 


3 


Current supplements will be sent you throughout the sub- 
scription year keeping the Service up-to-date so that you 
can turn to it at all times with the knowledge that you 
have before you the very latest official information ob- 
tainable—the information that will help you advise clients 
how to avoid trouble, protect themselves against losses on 
contracts made or accepted now, save taxes, and devise 
and maintain payroll records in compliance with the 
provisions of the 2 laws. 
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